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PROPOSAL  TO  AMEND  THE  7(a)  LOAN 
PROGRAM 


THURSDAY,  JULY  29,  1993 

House  of  Representatives, 
Committee  on  Small  Business, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:07  a.m.,  in  room 
2359-A,  Rayburn  House  Office  Building,  Hon.  John  J.  LaFalce 
(chairman  of  the  committee)  presiding. 

Chairman  LaFalce.  The  Small  Business  Committee  will  come  to 
order. 

For  the  past  several  years,  the  demand  for  loan  guarantees 
under  section  7(a)  of  the  Small  Business  Act  has  increased  annual- 
ly in  the  magnitude  of  35  to  40  percent  per  year,  largely  coinciding 
with  the  credit  crunch  which  is  affecting  the  small  business  com- 
munity. 

In  fiscal  years  1992  and  1993,  supplemental  appropriations  were 
needed  to  continue  the  program.  Members  will  recall  that  the  pro- 
gram actually  closed  for  10  weeks  this  year  until  such  a  supple- 
mental could  be  enacted.  This  reliance  upon  supplemental  appro- 
priations and  the  turning  on  and  off  of  the  small  business  loan 
faucet  is  not  a  good  way  to  administer  this  program  or  any  pro- 
gram. A  better  solution  must  be  found. 

Under  existing  law,  the  maximum  SBA  exposure  on  7(a)  loan 
guarantee  is  $750,000  per  borrower.  SBA  and  the  lender  share  in 
any  loss  in  a  ratio  depending  upon  the  percentage  of  the  loan  guar- 
anteed. 

On  small  loans,  those  under  $155,000,  the  maximum  guarantee  is 
90  percent. 

On  larger  loans,  the  maximum  guarantee  is  85  percent;  except 
that,  on  any  loan  made  under  the  Preferred  Lenders  Program, 
under  which  SBA  authorizes  the  lender  to  approve  the  loan  on 
SBA's  behalf  and  without  prior  SBA  review,  the  maximum  guaran- 
tee is  80  percent. 

Under  the  Credit  Reform  Act  of  1990,  Congress  must  appropri- 
ate, in  advance,  amounts  calculated  to  pay  the  ultimate  cost  of  any 
losses  due  to  the  loan  guarantees.  This  calculation  is  termed  the 
"subsidy  rate"  and  is  annually  adjusted  by  the  lending  agency,  sub- 
ject to  approval  by  the  Office  of  Management  and  Budget.  Unless 
program  changes  are  made,  the  subsidy  rate  for  the  7(a)  Program 
will  be  4.7  percent  for  1994. 

It  appears  that  Congress  will  appropriate  approximately  the 
amount  requested  by  the  administration  for  this  program,  $155 

(1) 


million,  and  that  will  support  loan  guarantees  of  less  than  $4  bil- 
lion. But,  we  have  received  estimates  of  demand  in  excess  of  $7  bil- 
lion, an  amount  slightly  above  this  year's  appropriated  level  of  $6.8 
billion. 

The  President's  budget  request  proposes  program  changes  to  ac- 
commodate this,  program  changes  that  would  reduce  the  subsidy 
rate  to  2.13  percent.  This  would  provide  $7.3  billion  in  loan  guaran- 
tees. The  President's  proposal  would  reduce  the  subsidy  by  making 
four  changes:  One,  reduce  the  guarantee  on  nonreal  estate  loans; 
two,  reduce  the  preferred  lenders  guarantee;  three,  reduce  the 
guarantee  on  large  and  small  real  estate  loans;  and  four,  impose  a 
secondary  market  fee  of  one-half  of  1  percent  annually  on  new 
sales. 

I  am  fearful  these  changes  might  be  too  onerous  and  might  ad- 
versely impact  small  business  borrowers. 

Now,  let  me  note  for  the  record  that  I  do  not  advocate  any  of  the 
proposed  changes,  including  my  own  proposal,  except  to  the  extent 
necessary  to  accommodate  a  smaller  appropriation  figure  and  still 
have  a  larger  program  size.  Nor  do  I  think  the  President  would 
want  them,  except  for  the  very  same  reason,  nor  Administrator 
Bowles.  To  work  within  those  confines,  I  do  not  believe  we  can 
secure  a  substantial  increase  in  the  appropriation  levels,  so,  some- 
how, we  must  stretch  our  budget. 

The  administration  has  made  a  suggestion.  It  is  a  constructive 
suggestion.  I  have  some  difficulties  with  it.  I  personally  believe 
that  we  might  be  able  to  make  these  savings  of  that  magnitude  a 
bit  better.  The  proposal  that  I  have  advanced  has  four  points. 

First,  the  Government  and  the  lender  would  share  premiums  on 
secondary  market  sales.  The  Small  Business  Administration  would 
receive  one-half  of  all  premiums  above  110  on  7(a)  loan  guarantees 
sold  in  the  secondary  market.  This  would  be  a  new  fee. 

Second,  I  would  authorize  a  reduction  in  the  preferred  lenders 
guarantee.  That  is  when  the  lenders  can  make  the  Government 
guarantee,  without  any  approval,  prior  approval,  of  SBA.  The  guar- 
antee on  7(a)  loans  made  under  the  preferred  lenders  program 
could  be  reduced  from  80  percent  to  70  percent. 

Third,  I  would  authorize  a  reduction  in  the  guarantee  on  large 
real  estate  loans.  The  guarantees  on  real  estate  loans  over 
$155,000,  with  terms  over  10  years,  could  be  reduced  to  75  per- 
cent—now 85  percent — on  amounts  over  that  amount  unless  the 
loan  is  made  through  the  Preferred  Lenders  Program  which  now 
has  a  maximum  guarantee  of  80  percent. 

Fourth,  I  would  authorize  the  imposition  of  a  secondary  market 
fee  of  approximately  two-fifths  of  1  percent  annually.  This,  again, 
would  be  a  new  fee.  It  would  apply  to  future  sales  only. 

If  my  proposal  would  be  adopted,  it  would  provide  a  program 
level  of  about  $7  billion  in  loan  guarantees. 

Senator  Bumpers  also  has  an  alternative  proposal.  Again,  he  has 
come  up  with  this  proposal  not  because  he  wants  to  or  likes  it,  but 
because  we  are  trying  to  stretch  the  program  size  with  fewer  ap- 
propriations dollars  in  order  to  bring  about  budget  deficit  actions. 

Senator  Bumpers'  proposal  would:  One,  impose  a  loan  fee  of  one- 
fourth  of  1  percent  annually  on  all  loans.  I  personally  don't  like 
the  idea  of  hitting  all  loans  for  an  additional  fee  annually. 


Two,  he  would  reduce  the  preferred  lenders  guarantee  to  75  per- 
cent. I  would  go  a  bit  further  than  that  because  I  think  you  are 
really  giving  the  preferred  lender  quite  a  break  and  namely  an  end 
to  have  a  Government  guarantee  without  any  prior  Government 
involvement. 
Third,  he  would  share  the  premium  on  secondary  market  sales. 
Fourth,  reduce  the  guarantee  on  large  real  estate  loans. 
His  points  three  and  four  are  the  same  as  my  proposal.  His  pro- 
posal would  provide  $7.4  billion  in  loan  guarantees. 

So,  this  morning,  we  are  pleased  to  receive  testimony  from  Mr. 
Erskine  Bowles,  Administrator  of  the  Small  Business  Administra- 
tion. 

We  are  also  going  to  hear  from  Mr.  Richard  Turner,  the  chair- 
man of  the  National  Association  of  Government  Guaranteed  Lend- 
ers so  that  we  can  come  to  grips  with  this  issue. 

One  of  the  reasons  I  would  alike  to  move  on  this  issue  now  is 
because,  if  we  can  make  any  changes,  we  might  be  able  to  make 
changes  for  this  fiscal  year  rather  than  just  next  fiscal  year  and, 
thereby,  accumulate  some  savings  from  this  year  that  we  can  apply 
toward  next  year.  That  might  ease  the  transition. 

[Chairman  LaFalce's  statement  may  be  found  in  the  appendix.] 
Chairman  LaFalce.  Do  you  have  any  statement  you  would  like 
to  make,  Jan? 

Mrs.  Meyers.  Yes;  I  do. 
Chairman  LaFalce.  Sure. 

Mrs.  Meyers.  Mr.  Chairman,  our  dance  card  is  very  full  today,  as 
I  am  sure  Mr.  Bowles'  card  is,  so  I  will  be  as  brief  as  possible. 

We  are  here  to  talk  about  structural  changes  to  the  Small  Busi- 
ness Administration  7(a)  Guaranteed  Loan  Program. 

As  the  chairman  noted,  these  changes  are  necessary  if  we  are  to 
meet  the  current  demand  for  the  guarantees  with  the  level  of 
funds  the  House  and  Senate  are  likely  to  appropriate  for  fiscal 
year  1994. 

Some  of  the  proposals  aren't  new.  Both  the  Reagan  and  Bush  ad- 
ministrations sought  similar  adjustments  to  promote  deficit  reduc- 
tion while  maintaining  a  viable  program  level  to  help  small  busi- 
nesses secure  long-term  loans.  There  were  many  reasons,  both 
policy  considerations  and  political  differences,  why  Congress  reject- 
ed those  proposals.  Perhaps  the  greatest  concern,  however,  was 
whether  lenders  faced  with  lower  guarantee  levels  and  increased 
fees  of  some  kind  or  another  would  continue  to  use  the  program 
and  make  loans  to  small  firms. 

Admittedly,  there  is  a  risk  that  lenders  will  drop  out  of  the  pro- 
gram. However,  deficit  reduction  is  vital  to  the  economic  well-being 
of  our  Nation.  If  we  can  make  more  loans  for  less  money  while  still 
protecting  the  taxpayers  against  losses,  perhaps  we  should  make 
the  attempt. 

All  the  of  this  is  not  to  say  I  don't  have  reservations  about  the 
adjustments.  I  have  problems  with  the  process  that  forces  us  to 
make  program  changes  at  break  neck  speeds,  and  I  am  not  saying 
that  is  your  fault  at  all.  But  we  have  been  given  sort  of  a  mandate 
to  live  with,  and  at  break  neck  speeds,  simply  because  the  appro- 
priators  need  some  savings  and,  well,  the  7(a)  Program  was  there 
for  the  picking. 


The  better  and  saner  approach  would  be  to  first  assess  how  these 
changes  would  affect  the  small  business  community  and  then 
weigh  our  options.  Along  the  same  lines,  I  am  also  a  bit  suspicious 
when  the  same  folks  who  dismissed  the  Reagan  and  Bush  proposals 
out  of  hand  now  suddenly  find  religion  and  avow  the  virtues  of 
similar  recommendations. 

I  don't  want  to  politicize  the  hearing,  but  I  really  have  to  wonder 
what  has  changed.  Is  the  climate  that  much  different  now  than  it 
was  in  early  1992  when  all  the  major  lending  groups  so  vehemently 
opposed  such  proposals  before  our  committee? 

I  am  especially  interested  in  hearing  Mr.  Bowles'  predictions  for 
their  success.  As  a  former  investment  banker,  I  am  sure  he  will 
bring  a  level  of  expertise  that  will  benefit  us  all  and,  perhaps,  put 
some  of  our  concerns  to  rest. 

Again  I  thank  you,  Mr.  Chairman. 

[Mrs.  Meyers'  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Mr.  Zeliff. 

Mr.  Zeliff.  Mr.  Chairman,  thank  you.  Just  very  briefly,  I  am  a 
strong  supporter  of  the  SBA,  being  a  small  businessman  myself 
and  having  had  support  of  the  SBA  in  the  past,  and  also  a  support- 
er of  the  new  administrator.  I  look  forward  to  your  leadership  and 
expertise. 

I  look  at  all  of  this  with  an  open  mind,  but  I  do  have  to  say  that 
in  New  Hampshire,  where  we  have  had  a  tremendous  lack  of  cap- 
ital, the  7(a)  lending  program  has  been  a  lifeline  for  many  small 
businesses.  I  use  the  New  Hampshire  expression,  "If  it  ain't  broke, 
don't  fix  it." 

I  hate  to  see  us  start  tinkering  with  a  program  that  has  been 
very  effective.  If  anything,  if  the  President  wants  to  keep  his  com- 
mitment to  small  business  and  to  everybody  in  the  country  in 
terms  of  putting  people  back  to  work,  a  good  place  to  start  is  addi- 
tional support  for  SBA-type  programs,  not  cutting  back  around  the 
edges  and  tinkering  with  programs  that  truly  have  been  very,  very 
effective. 

I  can't  tell  you  for  sure  whether  cutting  back  the  loan  guarantee 
portions  in  percent  to  75  or  70  percent  are  going  to  be  positive  or 
strongly  negative. 

I  also  urge  caution  in  terms  of  additional  fees  and  in  the  second- 
ary market. 

Again,  I  will  keep  an  open  mind,  but  I  have  a  feeling  that  we  are 
gambling  a  little  bit  with  the  success  of  a  very  successful  program. 
So,  we  should  keep  an  open  mind  and  look  forward  to  the  testimo- 
ny. Hopefully,  we  will  come  up  with  something  that  will  put  people 
back  to  work  and  help  small  businesses,  truly,  which  is,  I  think, 
everybody's  goal. 

Thank  you,  Mr.  Chairman. 

Chairman  LaFalce.  Thank  you. 

Mr.  Bowles. 

TESTIMONY  OF  ERSKINE  B.  BOWLES,  ADMINISTRATOR,  U.S. 
SMALL  BUSINESS  ADMINISTRATION 

Mr.  Bowles.  Thank  you,  Mr.  Chairman. 


Let  me  tell  you,  I  am  happy  to  be  here  with  you  again  and  have 
the  opportunity  to  discuss  our  budget  and  particularly  the  7(a)  Pro- 
gram. 

Let  me  begin,  however,  by  just  addressing  two  matters  from 
fiscal  year  1993.  I  would  again  like  to  thank  you,  Mr.  Chairman, 
and  the  members  of  the  committee  for  the  assistance  and  support 
that  you  gave  to  our  much  needed  funding  for  the  7(a)  Program 
this  year. 

The  $175  million  that  you  gave  us  will  create  $3.2  billion  worth 
of  loans  in  the  small  business  marketplace,  that  will  create  or 
maintain  over  310,000  jobs,  and  it  will  produce  taxes  of  over  $570 
million.  That  is  a  $570  million  return  on  a  $175  million  investment, 
and  I  think  that  is  a  good  return  in  anybody's  book. 

I  can  also  tell  you  that  during  the  first  week,  when  we  received 
additional  funding,  we  put  over  $1  billion  into  the  small  business 
marketplace. 

I  would  also  like  to  thank  you  and  the  members  of  the  committee 
for  your  support  for  funding  $60  million  that  we  had  requested  for 
the  disaster  victims  in  the  Midwest.  That  $60  million  supports  $292 
million  worth  of  loans. 

This  brings  our  total  amount  of  funding  that  will  be  available  for 
the  disaster  victims  to  over  $900  million. 

So,  we  thank  you  very  much  for  the  help  you  gave  us  in  that 
regard. 

As  it  relates  to  1994  in  our  7(a)  Program,  we  have  requested  two 
savings  initiatives.  These  savings  initiatives  will  provide  us  the 
funding  necessary  to  both  meet  anticipated  demand  and  to  reduce 
the  subsidy  cost.  As  you  said,  Mr.  Chairman,  in  your  opening  re- 
marks, the  only  reason  we  have  proposed  these  is  to  help  reduce 
the  massive  Federal  deficit  which  we  have  inherited. 

We  have  included  in  these  two  savings  initiatives  the  following 
items:  First,  to  reduce  the  average  Federal  guarantee  from  81  per- 
cent to  75  percent.  This  saves  us  155  basis  points.  It  saves  us  $102 
million  a  year.  Or  more  appropriately  I  should  say,  it  saves  the  tax- 
payers $102  million  a  year,  $437  million  over  the  next  4  years,  and 
allows  us  to  continue  to  fund  a  program  that  is  $2.6  billion  larger 
than  we  could  otherwise. 

The  second  initiative  that  we  have  proposed  is  a  .5  percent  fee  on 
all  sales  of  the  Government  guaranteed  portion  of  a  loan  in  the  sec- 
ondary market.  This  saves  us  102  basis  points  and  saves  the  tax- 
payers $67  million  a  year.  It  saves  the  taxpayers  $287  million  over 
the  next  4  years  and  allows  us  to  continue  to  fund  the  program  $2 
billion  larger  than  we  could  otherwise. 

Our  total  request  for  funding  for  1994  is  $154.8  million  for  the 
7(a)  Program.  Under  our  2.13  percent  credit  subsidy  rate  which  we 
have  requested,  that  includes  technical  adjustments  involving  the 
number  of  day's  of  accrued  interest  on  guaranty  purchases,  we  will 
produce  $7.3  billion  worth  of  loans  and  create  or  maintain  over 
700,000  jobs  over  the  next  4  years. 

The  total  savings  for  the  taxpayers  under  the  proposal  we  have 
made  is  $169  million  a  year,  or  $724  million  over  the  next  4  years. 

I  would  like  to  say  that  I  have  reviewed  the  proposal  of  both  the 
Senate  and  the  House,  and  we  fmd  a  great  deal  of  merit  in  both 
those  proposals;  and  I  am  prepared  to  discuss  those  with  you  today. 


I  also  would  like  to  mention,  as  it  relates  to  our  disaster  lending 
program,  the  administration  has  decided  to  withdraw  its  proposed 
savings  initiative  for  this  program.  We  would  like  to  propose  that 
the  Congress  appropriate,  on  an  annual  basis,  sufficient  funds  to  fi- 
nance the  program's  10-year  average  level  of  demand  and  also 
maintain  a  $150-million  contingency  reserve. 

In  summary,  Mr.  Chairman,  we  have  requested,  in  our  total 
budget  package  for  1994,  total  budget  authority  of  $751  million. 
That  is  $177  million,  or  19  percent,  less  than  the  $928  million  ap- 
propriated in  fiscal  year  1993. 

I  will  be  happy  to  answer  any  questions  you  may  have.± 

[Mr.  Bowles'  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Mr.  Bowles,  suppose  the  Congress  makes  no 
changes  on  the  7(a)  loan  program,  and  we  say  we  are  going  to  at- 
tempt to  do  again  what  we  have  been  able  to  do  in  the  past,  pin 
our  hopes  on  a  supplemental,  what  would  your  position  be? 

Mr.  Bowles.  Mr.  Chairman,  I  think  that  would  be  disastrous. 

First  of  all,  if,  in  fact,  you  only  appropriate  the  $154.8  million  at 
a  4.7  percent  credit  subsidy  rate,  that  would  create  a  program  of 
$3.3  billion,  which  we  would  manage,  too. 

I  have  no  intention  whatsoever  of  coming  to  you  and  asking  for  a 
supplemental.  I  think  that  is  a  poor  way  to  budget.  I  made  that 
commitment  at  my  swearing  in.  I  make  that  same  commitment 
now.  Having  spent  my  whole  life  telling  people  what  I  want  to  do 
and  then  being  held  accountable  for  living  within  that  budget,  I 
just  can't  imagine  telling  our  people  that  we  are  going  to  depend 
on  a  supplemental  that  may  or  may  not  come. 

If,  in  fact,  you  don't  approve  the  savings  initiatives  that  we  have 
proposed,  then  we  will  manage  the  program  to  the  $3.3  billion 
level.  I  think  that  would  be  most  unfortunate  for  the  small  busi- 
ness owners  of  this  country. 

Chairman  LaFalce.  All  right.  Now,  assume  we  were  to  adopt  the 
initial  proposal  of  the  administration,  which  I  think  was  crafted 
before  you  got  there? 

Mr.  Bowles.  Yes,  sir. 

Chairman  LaFalce.  Or  Senator  Bumpers'  alternative  or  my  al- 
ternative or  something  in  between,  and  all  of  them  are  in  the 
roughly  $7  billion  area,  that  is,  they  would  appropriate  moneys 
adequate  for  a  $7  billion  program  size,  do  you  think  that  there 
would  be  adequate  demand  to  reach  that  $7  billion? 

Mr.  Bowles.  Yes,  sir;  I  think  demand  would  be  in  excess  of  that. 
I  would  expect  that  you  will  see  demand  this  year  somewhere  in 
the  $7  to  $9  billion  area.  So,  I  think  demand  will  exceed  the  $7  bil- 
lion area. 

Chairman  LaFalce.  So,  even  if  there  were  increased  costs  and 
even  if  there  were  less  of  an  incentive — increased  cost  for  policy- 
holders or  less  of  an  incentive  for  lenders — there  wouldn't  be  such 
increased  costs  or  such  disincentive  that  it  wouldn't  be  used  fully 
in  your  judgment  to  the  full  $7  billion  program  authorization  level? 

Mr.  Bowles.  Yes,  sir;  I  believe  that  is  true.  I  don't  make  that 
answer  in  a  vacuum.  As  you  know,  I  have  been  holding  a  series  of 
town  hall  meetings  throughout  the  country.  I  have  held  the  first 
two  now,  one  in  West  Hartford  and  the  second  one  in  Los  Angeles, 
which  was  just  yesterday. 


As  a  part  of  those  meetings,  I  have  had  separate  meetings  with 
the  lending  community  in  each  one  of  those  areas.  I  met  with  ev- 
eryone from  small  community  development  corporations,  to  non- 
banks,  to  country  banks,  to  regional  banks,  to  major  money  center 
banks.  I  found  no  one  who  doesn't  expect  the  demand  to  be  even 
greater  with  the  savings  initiatives  that  are  being  discussed,  some- 
where in  the  $7  to  $9  billion  area. 

Chairman  LaFalce.  All  right.  Good. 

I  am  going  to  ask  Mrs.  Myers  and  Mr.  Zeliff  if  they  could  bear 
with  me.  Thank  you.  We  have  some  different  proposals  on  the 
table,  Mrs.  Myers. 

Can  you  work  your  way  through  them?  Have  you  had  second 
thoughts  about  the  administration's  proposals,  given  the  approach 
Senator  Bumpers  suggested,  and  given  the  approach  I  had  suggest- 
ed? 

What  is  your  own  current  thinking  on  this,  Mr.  Bowles? 

Mr.  Bowles.  As  you  know,  the  administration's  proposals  were 
prepared  before  I  arrived.  I  have  had  extensive  discussions  with  the 
people  at  the  NEC  as  well  as  at  the  OMB,  and  I  think  your  staff 
and  the  Senate  staff  know  that  I  do  prefer  the  proposals  submitted 
by  the  Senate  and  the  House  to  those  submitted  by  the  administra- 
tion. I  think  they  address  a  number  of  the  issues  I  would  like  to  see 
addressed. 

Chairman  LaFalce.  All  right.  So,  you  prefer  the  Senate  and 
House  recommendations  rather  than  the  administration's? 

Mr.  Bowles.  We  have  had  a  good  deal  of  discussion  about  those. 

Chairman  LaFalce.  Right.  Now,  the  Senate,  as  I  said.  Senator 
Bumpers'  proposal  and  mine,  are  the  same  with  respect  to  a  premi- 
um on  secondary  market  sales  and  a  reduction  of  the  guarantee  on 
large  real  estate  loans. 

Mr.  Bowles.  Yes,  sir. 

Chairman  LaFalce.  Why  don't  we  start  out  with  your  discussion 
of  both  of  those,  and  since  there  is  agreement  between  Senator 
Bumpers  and  myself  on  those  two  issues. 

How  do  you  think  it  would  work?  Why  do  you  think  we  can  justi- 
fy that  without  jeopardizing  the  SBA  Program? 

Mr.  Bowles.  First  of  all,  I  expect  you  will  hear  a  number  of  the 
people  in  the  lending  community,  my  former  colleagues,  come  to 
you  and  express  some  concern  about  each  of  these  four  proposals 
that  are  on  the  table  today. 

I  expect  you  will  hear  that  because  each  of  these  proposals,  in 
one  way  or  another,  will  cut  into  the  profitability  of  this  piece  of 
business  for  the  lending  institutions. 

However,  I  should  state  unequivocally  that  it  is  not  just  my  posi- 
tion, but  it  is  the  position  of  the  American  Bankers  Association 
that  the  SBA  lending  program,  the  7(a)  Program,  is  the  most  profit- 
able portion  of  a  bank's  lending  program. 

I  had  the  opportunity  to  speak  to  the  American  Bankers  Associa- 
tion small  business  group,  and  during  that  time,  I  had  a  chance  to 
look  at  the  agenda  for  the  meeting.  One  of  the  agenda  topics  was 
"SBA  Lending:  The  Most  Profitable  Portion  of  Your  Bank's  Loan 
Portfolio."  I  asked  if  I  could  send  someone  to  that  meeting.  They 
had  a  handout  which  I  would  be  happy  to  share  with  you  and  the 
members  of  the  committee. 


Chairman  LaFalce.  Please  do  show. 

Mr.  Bowles.  It  shows  just  how  very  profitable  this  piece  of  lend- 
ing is  for  the  banking  community.  My  point  is  that,  while  this  will 
reduce  the  profitability  of  this  type  of  loan  to  the  banking  cornmu- 
nity,  I  do  believe  it  will  remain  a  very  profitable  piece  of  business 
for  the  banks.  Therefore,  I  think  they  can  stand  to  share  in  what 
we  are  trying  to  accomplish  here. 

If  you  would  like  me  to  address  each  one 

Chairman  LaFalce.  If  you  could  address  the  specific  points. 

What  about  the  reduction  in  the  guarantee  on  large  real  estate 
loans?  Do  you  think  we  can  go  to  75  percent? 

Mr.  Bowles.  Yes,  sir.  First  of  all,  I  would  like  the  fact  that  what 
is  in  your  proposal  and  what  is  different  from  the  administration 
proposal  is  you  are  looking  at  the  large  real  estate  loans  that  are 
in  excess  of  $155,000. 

Chairman  LaFalce.  Right.  I  didn't  want  to  go  to  the  smaller 
ones. 

Mr.  Bowles.  Right.  I  think  that  is  very  appropriate.  Also,  I  think 
that  protects  the  small  borrower.  It  is  also  where  some  of  the  big- 
gest abuse  in  the  program,  I  believe,  has  occurred,  where,  perhaps, 
we  have  been  financing  some  projects  that  could  be  financed  with- 
out an  SBA  loan. 

So,  I  am  very  supportive  of  this  particular  piece  of  the  legisla- 
tion. 

Chairman  LaFalce.  What  about  this  fee  in  the  secondary 
market? 

You  had  started  out  with  one-half  of  1  percent.  I  am  coming  in 
with  something  a  bit  lower  than  that,  two-fifths  of  1  percent.  It  is 
all  a  question  of  points — how  many  points  we  could  save.  If  we  can 
get  lower  than  two-fifths,  fine. 

Do  you  think  that  is  going  to  impede  the  utilization  of  the  sec- 
ondary market  for  those  who  want  to? 

Mr.  Bowles.  No;  again,  I  think  it  will  reduce  some  of  the  profit- 
ability, but  I  don't  think  it  will  impede  it. 

Chairman  LaFalce.  How  profitable  is  it  right  now? 

Mr.  Bowles.  It  is  very  profitable.  The  average  premium  is  about 
9  points  in  the  secondary  market  today. 

Isn't  that  right.  Chuck? 

Mr.  Hertzberg.  Correct. 

Chairman  LaFalce.  All  right.  What  about  the  differences  be- 
tween Senator  Bumpers'  proposals  and  mine?  What  are  your 
thoughts  on  that? 

I  would  share  premiums  on  secondary  market  sales  and  have  the 
Government  receive  one-half  of  all  premiums  above  110,  and  then  I 
would  authorize  a  reduction  in  the  preferred  lenders  guarantee 
from  80  percent  to  70  percent. 

Senator  Bumpers,  instead,  would  impose  a  loan  fee  of  one-fourth 
of  1  percent  annually  on  all  loans.  Then  he  would  reduce  the  pre- 
ferred lenders  guarantee  to  75  percent. 

Mr.  Bowles.  I  don't  believe  there  is  any  magic  bullet.  I  don't  be- 
lieve in  this  case  we  can 

Chairman  LaFalce.  I  am  not  really  asking  you  to  choose  be- 
tween Senator  Bumpers  and  myself,  but  I  am  asking  for  your  eval- 
uation of  the  program  impact. 


I  would  be  very  happy  to  support  Senator  Bumpers'  proposals  if, 
in  your  judgment,  it  is  going  to  be  less  of  a  program  impact,  it  is 
going  to  be  fairer.  I  came  in  with  mine  because  I  thought  it  would 
be  fairer. 

Mr.  Bowles.  It  really  is  very  difficult  to  say.  I  think  there  is  a 
good  argument  to  be  made  on  the  Senate  side  of  the  table,  that  a 
quarter  percent  fee  on  all  loans  is  fairer  than  just  charging  a  fee 
on  those  who  have  to  use  the  secondary  market. 

In  a  number  of  cases,  those  people  who  are  using  the  secondary 
market  are  those  banks  that  lack  the  liquidity  and  must  go  to  the 
secondary  market  to  continue  to  turn  their  loan  portfolio  over. 

So,  I  think  there  can  be  some  argument 

Chairman  LaFalce.  But  if  you  have  1  percent  annually  on  all 
loans,  you  are  going  to  pass  that  on  directly  to  the  borrower,  are 
you  not? 

Mr.  Bowles.  Again,  it  could  be  passed  on. 

Chairman  LaFalce.  Don't  you  think  it  is  going  to  be,  almost 
automatically? 

Mr.  Bowles.  I  think  that  depends  on  competition,  really,  within 
the  marketplace.  Again,  that  is  the  same  answer  I  gave  to  Senator 
Bumpers. 

As  it  relates  to  the  next  provision,  reducing  the  PLP  guarantee 
to  either  75  percent  or  70  percent,  I  would  prefer  seeing  it  go  to  70 
percent. 

Chairman  LaFalce.  You  think  that  would  still  be  profitable  for 
the  preferred  lenders? 

Mr.  Bowles.  Yes,  sir. 

Chairman  LaFalce.  Let's  talk  about  the  effectiveness.  When 
would  it  be  able  to  go  to  my  recommendation?  It  could  go  to  my 
recommendation  regarding  the  shared  fee  for  the  secondary 
market  above  110  quite  quickly. 

Wouldn't  it  take  longer  to  go  to  the  one-quarter  of  1  percent 
across  the  board?  So,  wouldn't  you  be  able  to  effectuate  savings  in 
this  fiscal  year  if  you  took  that  approach,  if  we  applied  toward  next 
fiscal  year,  and  enable  us  to  ease  of  the  cushions  elsewhere? 

Mr.  Bowles.  I  would  like  to  let  Mr.  Hertzberg  answer  that  be- 
cause he  is  the  one  who  has  had  the  most  dealings  with  Colson. 

Mr.  Hertzberg.  I  think  that  the  proposal  to  impose  the  50  per- 
cent fee  on  premiums  above  110  is  in  both  the  Senate  and  the 
House  proposal.  It  is  one  that  would  do  two  things:  It  would  raise 
an  amount  of  money  for  the  subsidy  rate;  and  it  would  also  control, 
to  some  extent,  the  excess  premiums  that  we  have  seen  presently 
in  the  market. 

Chairman  LaFalce.  Mrs.  Myers. 

Mrs.  Meyers.  Mr.  Chairman,  the  differences  that  you  were  talk- 
ing about,  the  nonreal  estate  by  preferred  lenders  is  cut  from  80 
percent  to  70  percent  to  fund  the  LaFalce  proposal,  and  from  80 
percent  to  75  percent  under  the  Bumpers  proposal. 

The  large  real  estate  loans  over  $155,000  are  cut  from  85  percent 
to  75  percent  under  all  lenders,  except  the  preferred  lenders.  They 
would  be  cut  to  70  percent. 

Small  loans  under  the  nonpreferred  lenders  would  stay  at  90  per- 
cent. 

Mr.  Bowles.  Yes,  ma'am. 
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Mrs.  Meyers.  That  is  the  LaFalce  proposal.  The  Bumpers  propos- 
al, large  real  estate  loans  only  cut  from  85  to  75  and  the  preferred 
lender  loans  again  would  be  70. 

So,  that  is  the  same,  is  it  not? 

Mr.  Bowles.  I  think  under  the  Senate  proposal,  the  preferred 
lenders  stays  at  75  percent. 

Mrs.  Meyers.  Oh,  OK.  The  fees  under  the  LaFalce  proposal,  it  is 
forty  hundredths  of  a  percent  annually  on  outstanding  balance, 
and  Bumpers  is  twenty-five  hundredths  of  a  percent. 

Mr.  Bowles.  Yes,  ma'am;  the  reason  for  that  difference  is  one  is 
just  on  those  loans  sold  in  a  secondary  market,  which  is  about  half 
of  our  portfolio,  and  the  other  is  on  all  loans. 

Mrs.  Meyers.  OK.  Then  under  the  part  where  SBA  gets  half  of 
all  premiums,  the  LaFalce  and  Bumpers  proposal  are  the  same? 

Mr.  Bowles.  Yes,  ma'am. 

Chairman  LaFalce.  What  I  had  in  mind  in  just  confining  it  to 
the  secondary  market,  is  that  if  profitability  for  a  lender  under  the 
7(a)  guarantee  program  and  then,  when  you  engage  in  the  second- 
ary market  activity,  you  have  another  means  of  profit. 

So,  I  thought  if  you  are  going  to  impose  a  fee,  impose  it  on  the 
second  means  of  profit,  rather  than  that  first  means  of  profit.  That 
was  my  rationale. 

Mr.  Bowles.  Mr.  Chairman,  there  is  logic  in  your  argument. 

Mrs.  Meyers.  The  differences  among  these  different  kinds  and 
types  of  loans,  is  this  going  to  be  more  complex  to  administer? 

Mr.  Bowles.  Yes,  ma'am;  to  some  extent.  But  it  is  something 
that  we  absolutely  can  do. 

Mrs.  Meyers.  It's  not  going  to  require  more  people  or 

Mr.  Bowles.  No,  ma'am. 

Mrs.  Meyers.  More  paper? 

Mr.  Bowles.  It  may  require  more  paper,  but  it  is  something  we 
absolutely  can  do.  We  can  do  it  efficiently  and  effectively. 

Mrs.  Meyers.  Now,  the  bankers  are  talking  an  awful  lot  about 
how  much  paper  they  have  to  deal  with  right  now.  I  had  my 
Kansas  bankers  in  town  2  days  ago.  In  fact,  two  of  them  were  at 
the  reg-flex  hearing  yesterday  morning  and  were  very  interested  in 
that.  They  say  they  have  an  awful  lot  of  regulations  and  an  awful 
lot  of  paper. 

Is  this  going  to  increase  their  burden?  Are  they  going  to  come 
saying  to  me,  this  used  to  be  a  good  program  and  you  loused  it  up 
with  all  the  paper? 

Mr.  Bowles.  Two  things  on  that,  Congresswoman.  First  of  all, 
they  are  right;  they  have  way  too  much  paperwork  from  the  SBA. 
Let  there  be  no  question  about  that.  We  are  attacking  that  issue 
right  now.  That  is  probably  something  that  we  spent  over  an  hour 
and  a  half  talking  with  over  40  bankers  yesterday  as  to  how  we  can 
reduce  that  paperwork. 

I  have  reached  out  to  the  private  sector  to  get  their  input  so  that 
what  we  do  makes  sense  in  the  real  world  and  not  just  makes  sense 
in  theory.  But  we  are  going  to  reduce  the  paperwork  involved  in  an 
SBA  loan,  and  we  are  going  to  reduce  it  substantially.  So,  they  are 
exactly  right  about  that. 

Two,  I  do  think  you  will  hear  some  complaints  from  the  Kansas 
bankers,  and  those  complaints  will  be  because  this  will  eat  into 
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some  of  their  profitability.  I  think  it  will  still  be,  however,  a  very 
profitable  portion  of  the  banker's  lending  portfolio. 

Mrs.  Meyers.  What  have  you  heard  so  far  from  bankers  and  the 
business  community,  the  small  business  community,  generally,  in 
relation  to  the  LaFalce  and  Bumpers  Program? 

I  think  the  President's  Program  was  a  bit  more  onerous,  was  it 
not?  So,  I  am  sure  they  probably  didn't  care  for  that.  Have  you 
heard  any  reaction? 

Mr.  Bowles.  I  think  the  President  was  really  looking  to  me  to 
take  a  look  at  the  program  and  to  see  what  kind  of  modifications 
needed  to  be  made.  I  have  had  substantial  discussions  with  both 
the  Senate  and  House  staff  in  order  to  come  up  with  these  propos- 
als. So,  we  have  had  substantial  input  into  these. 

Mrs.  Meyers.  1  am  sure  you  have.  Because  this  is  relatively 
recent,  these  new  proposals,  what  reaction  have  you  had  from  the 
banking  and  small  business  community? 

Mr.  Bowles.  Principally,  I  think  they  fully  realize  that  we  are 
not  coming  back  to  ask  for  a  supplemental.  I  think  that  is  the 
number  one  point  we  had  to  drive  home,  that  we  were  going  to 
manage  this  program  in  a  way  that  you  would  manage  any  other 
organization.  We  were  going  to  manage  it  right. 

Having  once  realized  that  we  were  looking  at  differences  be- 
tween a  $3.3  billion  program  and  a  program  in  excess  of  $7  billion, 
whereas  they  didn't  particularly  fall  in  love  with  any  of  these  posi- 
tions, I  think  they  found  them  acceptable. 

Mrs.  Meyers.  The  chairman's  proposal  would  sunset  these 
changes  after  3  years.  Is  there  any  concern  that  bankers  are  going 
to  kind  of  hold  off  on  these  loans  and  wait  for  a  return  of  the  previ- 
ous program  parameters  if  we  have  a  sunset  in  there? 

I  mean  we  can  always  come  back  and  do  it,  if  we  want  to  change 
the  program.  But  is  it  good  to  have  an  automatic  sunset  in  there? 

Mr.  Bowles.  One  thing  I  would  like  to  assure  you,  if  I  see  these 
having  any  kind  of  disproportionately  adverse  effect  on  small  busi- 
ness, I  will  be  the  first  to  come  back  to  you. 

Second,  I  would  be  more  concerned  with  a  sunset  if  a  sunset  was 
in  1  or  2  years.  But  3  years  out,  I  think  is  something  that  I  don't 
have  any  real  concern  with.  Again,  just  as  is  the  case  with  any  new 
program,  I  think  you  must  evaluate  it  over  and  over  and  over 
again  and  look  for  opportunities  to  make  it  better. 

Mrs.  Meyers.  Does  Senator  Bumpers  have  a  sunset? 

Mr.  Bowles.  I  don't  know. 

Mrs.  Meyers.  All  right. 

Thank  you,  Mr.  Chairman. 

Chairman  LaFalce.  Mr.  Poshard. 

Mr.  Poshard.  No  questions  right  now,  Mr.  Chairman. 

Chairman  LaFalce.  Mr.  Zeliff. 

Mr.  Zeliff.  Thank  you,  Mr.  Chairman. 

I  am  just  interested  in  the  town  meetings  that  you  have  been 
having.  If  you  can  just  kind  of  characterize  for  me  a  little  bit  about 
what  the  reaction  of  the  SBA  in  general  was  in  terms  of  the  lend- 
ing, 7(a)  particularly;  and  then  maybe  a  little  bit  about  the  meet- 
ings you  have  been  having  with  bankers. 
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I  guess  what  you  are  saying  there  is  that  they  seem  to  be  wilUng 
to  go  along  with  the  downshift  to  75  percent,  and  they  don't  antici- 
pate any  changes  in  their  commitment  to  the  program? 
Maybe  just  some  comments  along  those  lines. 
Mr.  Bowles.  First  of  all,  I  have  had  two  town  hall  meetings.  I 
can  tell  you  what  was  on  the  minds  of  the  owners  of  small  busi- 
nesses at  those  if  you  would  like  to  hear.  Then  I  had  two  meetings 
with  lenders. 

At  the  West  Hartford  town  hall  meeting,  the  primary  concern 
was  Government  regulations,  more  so  than  taxes,  more  so  than 
health  care,  more  so  than  the  economic  plan,  more  so  than  almost 
anything  else  you  can  think  of;  Government  regulations  over  and 
over  and  over  again;  those  that  have  a  disproportionately  adverse 
effect  on  small  business. 

Mr.  Zeliff.  Absolutely  make  us  an  extinct  species  at  the  rate  we 
are  going. 

Mr.  Bowles.  I  mean  I  can't  tell  you  how  much  I  heard  about 
that. 

In  Los  Angeles,  the  topic  was  much  more  on  the  availability  of 
capital  and  the  adverse  effects  of  a  capital  shortage,  particularly 
for  loans  between  $25,000  and  $100,000.  That  is  what  seems  to  be 
the  biggest  problem  in  that  area. 

In  meeting  with  the  lending  community,  again,  Congressman, 
they  were  surprised  that  someone  was  going  to  really  budget  ap- 
propriately. But  having  once  convinced  them  that  I  was  not  going 
to  go  back  and  ask  for  a  supplemental,  that  I  was  going  to  try  to 
get  as  much  money  as  I  could  for  the  program,  but  once  having 
that,  I  was  going  to  try  to  use  that  money  wisely,  I  think  almost 
without  exception  the  lending  community  would  like  to  see  a  pro- 
gram in  excess  of  $7  billion  as  opposed  to  a  $3.3  billion  program. 
Now,  again,  I  didn't  fmd  anybody  holding  their  hands  up  saying, 
gosh,  I  love  these  savings  initiatives  that  you  are  going  about;  but  I 
don't  expect  to  see  any  demand  of  less  than  $7  billion  because  of 
these  initiatives  that  we  proposed. 

Mr.  Zeliff.  How  much  of  the  total  loan  capacity  is  committed  to 
secondary  market  of  that  $7  to  $9  billion? 
Mr.  Bowles.  About  half. 
Mr.  Zeliff.  About  half? 
Mr.  Bowles.  Yes,  sir. 

Mr.  Zeliff.  Prior  to  this  meeting  to  our  banking  community  in 
New  Hampshire,  I  think  that  the  drop  in  the  loan  guarantee  por- 
tion is  not  as  significant  as  the  fees  that  will  be  charged  in  the 
other  end.  I  would  only  encourage  you  that,  before  you  finalize 
that,  I  think  the  concern  that  I  have,  is  what  effects  the  program 
would  be. 

It  seems  like  you  have  less  risk  in  the  first  piece  and  more  risk 
in  the  second.  I  think  that  whatever  you  can  do  to  soften  the 
amount  of  paperwork  requirements  and  the  Federal  bureaucracy 
that  we  get  into,  that  can  offset  the  small  reduction  in  profitability, 
all  the  better  that  we  will  be  able  to,  in  terms  of  continuing  a 
strong  SB  A  Program. 

Certainly,  whatever  we  can  do  with  the  President's  initiative  on 
character  lending  and  less  paperwork,  it  all  ties  into  the  total  pack- 
age in  terms  of  credit  availability. 
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The  problem  that  I  see,  and  I  am  sure  that  the  folks  in  California 
probably  told  you,  that  small  business  just  does  not  have  access  to 
the  capital.  With  the  SBA  loans  programs,  the  7(a)  lending  pro- 
gram to  provide  that  little  tiny  edge,  where  I  am  concerned  is  if  we 
lose  that,  we  have  nothing. 

To  the  degree  that  the  President's  initiatives  on  character  lend- 
ing in  combination  with  the  program  that  you  have  got  can  help 
solve  that  problem,  then  we  will  start  creating  jobs  and  get  Amer- 
ica back  to  work. 

Mr.  Bowles.  Yes,  sir;  I  agree  with  you,  Congressman.  I  think 
these  initiatives  do  two  things:  One,  they  attack  the  deficit,  and 
they  save  the  taxpayers  a  considerable  number  of  dollars,  which  I 
think  is  something  that  we  are  committed  to  doing.  I  talk  about 
both  of  us.  Two,  I  think  they  do  allow  us  to  fund  a  program  that  is 
going  to  be  in  excess  of  $7  billion.  I  think  that  is  important  in 
meeting  the  demand  of  the  small  business  owners  of  this  country. 

Mr.  Zeliff.  Thank  you,  Mr.  Chairman. 

Chairman  LaFalce.  Mr.  Conyers. 

Mr.  Conyers.  Good  morning,  Mr.  Administrator.  I  am  delighted 
to  make  your  acquaintance  under  such  formal  circumstances. 

Mr.  Bowles.  Thank  you. 

Chairman  LaFalce.  I  might  interject  at  this  point.  Congressman 
Conyers  is  the  chairman  of  the  Government  Operations  Committee 
and,  in  that  capacity,  also  has  a  great  interest  in  the  SBA  Pro- 
gram. 

Mr.  Bowles.  Yes,  sir;  I  know  who  he  is. 

Mr.  Conyers.  We  work  very  closely  together,  these  two  commit- 
tees, the  one  that  I  serve  on  under  Chairman  LaFalce  and  the  Gov- 
ernment Operations  Committee  itself,  because  we  both  believe  that 
small  business  is  the  key  to  revitalizing  the  whole  economic  infra- 
structure of  our  country.  There  is  so  many  different  ways  to  get  at 
it  that  it  is  a  very  challenging  and  absorbing  task. 

This  is  a  very  important  consideration,  the  subject  that  is  here 
this  morning,  because  what  we  have  gotten  time  after  time  is  that, 
unless  we  can  open  up  this  market  for  financing  some  kind  of  way 
that  people  with  a  good  idea,  with  a  product,  with  a  better  mouse 
trap,  can  actually  get  the  benefit  of  going  to  the  banking  system 
and  making  a  loan,  we  are  cutting  ourselves  off  at  the  knees. 

I  am  delighted  that  there  is  this  focus  on  it.  What  Chairman  La- 
Falce has  done,  from  my  briefing  about  the  matter,  is  that  he  has 
come  up  with  a  better  mouse  trap,  one  that  is  clearly  superior  to 
our  friend's  in  the  administration,  and  one  that  has  certain  advan- 
tages over  the  Bumpers  proposal. 

Is  that  a  statement  that  you  could  generally  agree  upon? 

Chairman  LaFalce.  Be  careful  here.  There  may  be  some  spies 
from  the  Senate  in  this  room. 

Mr.  Bowles.  No;  I  believe  in  telling  the  truth. 

Congressman,  I  wholeheartedly  believe  that  the  proposal  of  both 
the  Senate  and  the  House  are  improvements  over  the  original  pro- 
posal made  by  the  administration.  I  would  like  to  preface  that  by 
saying  that  the  administration  was  looking  forward  to  having  an 
SBA  Administrator  who  had  significant  experience  in  the  credit 
markets.  Therefore,  I  was  not  here  when  these  were  designed. 
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However,  since  arriving,  they  have  consulted  me  frequently 
about  them,  and  I,  in  turn,  have  met  with  counsel  for  the  House  as 
well  as  I  have  with  the  people  from  the  Senate.  I  have  had  a  good 
deal  of  input  into  a  number  of  these  proposals. 

So,  I  find  them  to  be  a  vast  improvement  over  what  we  had  origi- 
nally proposed. 

Second,  I  can't  tell  you  that  the  proposals  put  forward  by  the 
House  are  significantly  better  or  worse  than  those  proposed  by  the 
Senate.  There  are  merits  on  both  sides  of  the  issue.  I  am  not  avoid- 
ing the  issue.  I  am  just  saying  it  is  true,  there  are  merits  on  both 
sides  of  it. 

Mr.  CoNYERS.  Well,  I  probably  could  agree  with  that  statement.  I 
have  not  scrutinized  either  of  these  proposals  with  the  detail  that 
would  lead  me  to  answer  this  question  any  better  than  the  re- 
sponse that  you  have  given  me.  I  appreciate  your  candor. 

That  being  the  case,  where  do  you  think  we  ought  to  go  from 
here? 

Mr.  Bowles.  I  would  like  to  plead  with  you,  please,  do  not  ap- 
prove our  budget  without  adopting  these  initiatives.  Because  if  we 
do  not  have  these  initiatives,  we  will  have  a  program  that  is  about 
$3.3  billion;  and  that  will  fall  far  short  of  the  needs  of  the  small 
business  owners  of  this  country. 

Mr.  CoNYERS.  Well,  that  is  about  all  I  have,  to  start  off  with,  Mr. 
Chairman.  I  thank  you  very  much. 
Chairman  LaFalce.  Thank  you. 
Mr.  Torkildsen. 

Mr.  Torkildsen.  Thank  you,  Mr.  Chairman. 

Just  one  area,  and  I  am  not  as  familiar  with  this,  so  I  would  ap- 
preciate your  background  and  insight. 

On  the  proposal  to  change  the  amount  guaranteed  for  real  estate 
loans,  I  am  noticing  that  currently  the  guarantee  could  be  85  or  90 
percent  depending  on  the  size  of  the  loan  except  for  preferred  lend- 
ers when  it  would  be  80  percent. 

The  President's  proposal  is  to  make  it  70  percent  for  all  types  of 
loans.  For  the  chairman's  proposal  and  Senate  proposal,  they  want 
to  change  just  for  large  real  estate  loans  to  have  a  lower  percent- 
age guaranteed  than  preferred  lenders. 

What  were  the  reasons  for  having  a  smaller  amount  guarantee 
for  preferred  lenders  originally? 

Do  you  think  that  is  going  to  change  the  amount  of  business  pre- 
ferred lenders  do  if  you  either  go  to  the  same  percentage  guarantee 
for  preferred  and  nonpreferred  lenders  or  if  you  have  a  lower  guar- 
antee for  a  nonpreferred  lender  than  for  a  preferred  lender  for 
large  real  estate  loans? 

Mr.  Bowles.  I  can't  tell  you  the  rationale  that  went  into  the 
original  proposal  because  I  simply  wasn't  here  and  wasn't  involved. 
I  have  had  significant  input  into  these,  and  I  can  speak  to  these 
more  clearly. 

I  think  taking  the  preferred  lenders  proposal  to  70  percent 
makes  some  sense.  These  are  generally  our  highest  quality  loans, 
and,  therefore,  they  should  have  the  lowest  need  for  a  guarantee. 
That  is  why  I  said  I  could  support  taking  that  from  75  percent  to 
70  percent.  Again,  I  like  the  fact  that  in  both  the  LaFalce  and  the 
Bumpers  proposals,  as  it  relates  to  real  estate,  that  those  are  just 
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for  the  larger  loans.  That  will  continue  to  protect  the  smaller  bor- 
rower who  is  in  most  need  of  the  help.  So,  that  is  really  my  posi- 
tion on  those  two  proposals. 

Mr.  ToRKiLDSEN.  Would  that  make  the  services  of  a  preferred 
lender  even  more  in  demand  under  either  the  President's  or  the 
House  or  Senate  proposals? 

Or  do  you  think  that  the  mix  would  stay  the  same?  Would  you 
still  see  potential  borrowers  going  to  preferred  lenders  and  nonpre- 
ferred  lenders  in  pretty  much  the  same  numbers? 

Mr.  Bowles.  I  think  I  will  let  Chuck  Hertzberg  answer  that  be- 
cause he  has  had  more  experience  dealing  with  the  preferred  lend- 
ers than  I  have. 

Chairman  LaFalce.  Could  I  interrupt? 

Right  now  a  preferred  lender  could  give  an  SBA  guarantee 
whether  it  is  needed  or  not.  There  is  all  sorts  of  incentives,  the 
greater  profitability.  Then  they  can  sell  it  off  in  the  secondary 
market,  et  cetera. 

When  the  demand  is  greater  than  the  supply,  as  it  has  been  the 
case  for  the  past  couple  of  years,  and  as  I  anticipate  will  be  the 
case  even  now,  it  is  better  to  make  them  be  more  discerning  in  the 
extent  to  which  they  use  that  independent  authority  to  give  the 
Government  guarantee  so  that  they  give  it  for  the  type  of  loan  that 
we  originally  envisioned  when  we  adopted  the  SBA  program.  As 
the  administrator  pointed  out,  the  best  loans  that  are  made  with 
an  SBA  guarantee  are  made  by  the  preferred  lenders.  Maybe,  Mr. 
Hertzberg,  you  could  do  a  better  job. 

Mr.  Hertzberg.  Actually,  when  the  preferred  lender  program 
was  first  put  together,  it  carried  a  75-percent  guarantee  rather 
than  the  80  percent. 

It  was  congressional  action  actually  that  changed  it.  I  think  that 
it  operated  successfully  at  75  percent.  I  think  it  can  operate  suc- 
cessfully again  at  either  75  percent  or  even  the  70-percent  level. 

I  think  that  the  lenders  that  participate  in  that  program  have 
found  it  profitable,  have  found  it  a  good  vehicle  to  promote  their 
services  to  the  public.  I  think  it  will  work  equally  well. 

Mr.  ToRKiLDSEN.  Just  the  whole  line  of  my  question  is,  is  what 
are  the  consequences,  if  any,  when  you  have  two  different  levels  of 
loan  guarantee?  I  am  just  exploring  this  area.  Sometimes  there  are 
economic  consequences  of  having  different  guarantee  rates.  Some- 
times there  aren't  any  because  it  is  not  going  to  be  worth  it  for 
businesses  to  pursue  that  slight  difference. 

I  was  inquiring  to  see  if  anyone  here  thought  there  might  be 
some  consequence  to  that  difference? 

Mr.  Hertzberg.  As  the  Administrator  said,  it  is  a  program  that 
is  designed  for  the  stronger  loans  of  those  that  do  come  to  SBA. 

Chairman  LaFalce.  Wouldn't  it  be  true,  too,  that  preferred  lend- 
ers are  more  likely  to  participate  in  the  secondary  market  than 
your  nonpreferred  lender? 

Mr.  Hertzberg.  I  think  that  has  been  our  experience.  I  do  think 
that  it  depends  on  the  capital  structure  of  the  bank,  whether  it 
needs  to  use  the  secondary  market  or  not;  and  some  that  don't  use 
it  are  in  the  preferred  lender  program  just  by  circumstance,  I  think 
that  most  of  them  have  participated  in  the  secondary  market. 

Mr.  ToRKiLDSEN.  Thank  you. 
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Chairman  LaFalce.  Mr.  Lancaster. 

Mr.  Lancaster.  Thank  you,  Mr.  Chairman. 

Thank  you,  Mr.  Bowles.  I  regret  that  I  missed  your  statement, 
but  I  have  read  it  and  wanted  just  to  touch  on  two  things. 

First,  as  you  and  I  have  discussed  before,  and  as  you  have  said 
that  you  have  heard  in  your  small  business  town  meetings,  I  think 
the  greatest  criticism  of  7(a)  is  that  it  sometimes  moves  very  slowly 
for  small  businesses  and  because  of  their  marginality,  SBA  some- 
times needs  to  move  more  quickly  than  on  loans  that  are  for  more 
stable,  or  larger  businesses  which  might  be  able  to  weather  the 
storm  while  that  paperwork  was  being  processed. 

So,  I  hope  that,  as  you  administer  this  program,  you  will  heed 
what  you  are  hearing  and  what  I  am  hearing  with  regard  to  the 
paperwork  and  the  regulations  that  sometimes  slow  up  the  7(a)'s. 

In  your  statement,  you  make  a  brief  reference  to  the  situation 
with  disaster  assistance  to  small  businesses.  I  wonder  if  you  could 
tell  us  whether  or  not  you  yet  have  any  people  on  the  ground  in 
the  Midwest,  in  addition  to  the  normal  staffing  of  the  SBA  offices 
there. 

If  you  could  just  tell  us  a  little  bit  about  what  your  plans  are  for 
meeting  the  needs  of  the  businesses  in  that  region. 

Mr.  Bowles.  Sure.  We  clearly  do  have  people  on  the  ground.  We 
have  77  people  in  Iowa;  we  have  76  people  in  Missouri;  we  have  10 
people  in  Wisconsin;  we  have  29  in  Illinois;  we  have  12  in  Minneso- 
ta; 25  in  South  Dakota;  and  we  have  an  undetermined  number  in 
Nebraska,  Kansas,  and  North  Dakota  at  this  point  in  time. 

We  have  people  at  every  single  damage  location.  We  have  been 
there  since  day  one,  and  I  have  committed  to  the  President  that  we 
will  be  there  until  the  job  is  done.  The  demand  is  enormous. 

The  biggest  problem  we  have  to  date  is  verifying  what  the  extent 
of  the  damage  is.  We  can  row  to  the  site,  but  once  we  get  to  the 
site,  we  literally  cannot  assess  the  damage  because  a  large  number 
of  the  businesses  and  the  homes  are  still  underwater. 

What  I  can  tell  you  is,  having  been  there,  it  is  an  unbelievable 
situation. 

Mr.  Lancaster.  I  know  there  will  never  be  enough  money  to  do 
all  that  needs  to  be  done.  But  I  am  wondering,  since  this  is  your 
first  disaster  with  which  you  have  had  to  deal,  if  you  are  finding 
that,  in  addition  to  lack  of  funds,  there  are  program  or  statutory 
impediments  to  your  doing  the  job  that  needs  to  be  done  there  that 
this  committee  needs  to  be  aware  of? 

Mr.  Bowles.  I  would  not  be  bashful  in  telling  you  there  were  if 
there  were.  I  can  tell  you  that  I  believe  this  is  one  of  the  best  pro- 
grams that  the  SBA  administers.  Berkie  Kulick,  who  runs  the  pro- 
gram, is  an  experienced  disaster  administrator. 

We  had  people  there  from  the  first  day.  We  were  able  to  dispense 
money  within  5  days  of  it  being  declared  a  disaster.  We  have  com- 
mitted to  the  President  that  we  will  be  able  to  approve  applications 
within  7  to  20  days  of  receipt.  If  you  remember,  this  is  not  a  grant, 
this  is  a  loan,  and  that  takes  some  verification.  That  is  moving 
along,  I  think,  at  a  very  reasonable  rate.  We  could  move  actually  a 
little  bit  quicker  than  that.  But  if  we  did,  we  would  make  some 
errors.  Then  your  loan  losses  down  the  road  would  be  much  larger. 
But  7  to  20  days  is  what  we  can  approve  a  loan  in. 
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Mrs.  Meyers.  Would  the  gentleman  yield  for  a  moment? 

Mr.  Lancaster.  Yes. 

Mrs.  Meyers.  I  wonder,  Mr.  Chairman,  if  you  could  send  to  my 
office — you  probably  don't  have  this  information  right  now — what 
the  location  of  your  people  is  in  Kansas  and  Missouri.  I  do  get  a  lot 
of  questions  about  where  they  can  contact  the  SBA. 

Mr.  Bowles.  Yes,  ma'am;  I  can  do  that.  That  won't  be  any  prob- 
lem. 

Mr.  Lancaster.  Thank  you,  Mr.  Bowles. 

Chairman  LaFalce.  Before  I  call  on  Mr.  Huffington  for  his  ques- 
tions, I  just  recognize  the  fact  that  a  new  member  of  the  committee 
has  appeared,  Congressman  Benny  Thompson,  from  the  State  of 
Mississippi.  The  Congressman  succeeds  Mike  Espy,  presently  the 
Secretary  of  Agriculture.  Mike  served  magnificently  in  the  House 
of  Representatives,  and  we  look  forward  to  Mr.  Thompson  being  a 
most  worthy  successor  to  Mike  and  serving  magnificently  on  the 
Small  Business  Committee. 

So,  Congressman  Thompson,  we  are  delighted  to  have  you  with 
us. 

Mr.  Thomas.  Thank  you,  Mr.  Chairman.  We  look  forward  to 
working  with  the  committee. 

Chairman  LaFalce.  We  will  be  calling  upon  you  after  Mr.  Huff- 
ington, if  you  have  any  questions. 

Mr.  Huffington. 

Mr.  Huffington.  Thank  you,  Mr.  Chairman. 

Mr.  Bowles,  I,  too,  had  my  town  hall  meetings  in  California  and 
have  heard  the  same  thing,  I  think  all  of  us  have,  about  over  regu- 
lation, whether  it  is  in  the  Small  Business  Administration  or  other 
agencies. 

When  we  go  back  next  year  and  meet  with  our  constituents,  it 
would  be  helpful  to  us  when  you  make  reductions  in  these  rules 
and  regulations  for  us  to  be  able  to  go  back  and  say  here  is  where 
they  are. 

Is  it  possible  for  you,  at  the  end  of  the  year,  to  give  us  a  list  of 
what  has  been  done?  Because  we  all  talk  about  what  we  want  to 
do.  We  all  make  promises  back  home  that  we  are  going  to  do  some- 
thing about  it. 

Obviously,  you  are  in  charge;  and  we  are  relying  upon  you  and 
your  group  to  do  that.  So,  at  an  appropriate  time,  when  you  feel 
you  have  made  progress,  could  you  let  us  know,  on  the  committee, 
what,  in  fact,  has  specifically  been  done  so  we  can  go  back  and  say, 
here  are  examples  of  how  we  reduced  the  regulations? 

Mr.  Bowles.  Absolutely.  I  have  said  any  number  of  times,  I  truly 
do  want  to  be  held  accountable.  I  hope  I  can  give  you  a  stack  of 
loan  forms  the  way  it  was  and  give  you  a  stack  of  loan  forms  the 
way  they  are. 

So,  absolutely,  I  look  forward  to  doing  that. 

Mr.  Huffington.  We  are  very  appreciative  of  that.  Thank  you 
very  much. 

Chairman  LaFalce.  Mr.  Thompson,  do  you  have  any  questions? 

All  right,  thank  you. 

Mr.  Machtley. 


18 

Mr.  Machtley.  Thank  you  very  much,  Mr.  Chairman.  I  appreci- 
ate the  opportunity  to  address  Mr.  Bowles  here  again  on  an  issue 
that  I  think  is  very  important,  and  that  is  the  7(a)  Program. 

I  am  sorry  I  wasn't  here  for  your  testimony,  and  I  have  tried  to 
quickly  read  through  it.  The  one  question  I  have — and  if  you  have 
covered  this,  I  apologize  but  I  think  it  is  important  enough  that  I'll 
ask— what  is  the  practical  effect  of  reducing  the  guarantee  rate  to 
70  percent? 

It  would  seem  to  me  that  by  reducing  the  guarantee  to  70  per- 
cent, or  to  80  percent,  that  you  could,  in  fact,  while  you  make  more 
money  available,  exclude  a  larger  percent  of  people  who  would  pre- 
viously have  qualified  because  the  bank  was  willing  to  give  them 
more  money  knowing  that  SBA  would  also  do  more  of  the  risk? 

I  suspect  a  lot  of  that  is  because  when  you  take  the  paper  to  the 
secondary  market,  if  you  have  a  higher  guarantee,  you  have  a 
much  better  package  that  you  can  sell  in  the  secondary  market. 

Can  you  qualify  those  concepts,  if  you  haven't  already  done  so? 
What  is  the  effect,  when  you  get  to  the  secondary  market,  of  the 
reduction  in  the  guarantee?  What  is  the  effect  for  the  person  who 
has  not  been  able  to  get  credit  as  they  go  into  their  bank? 

I  notice  in  the  testimony  of  Mr.  Turner,  he  says  many  lenders 
would  not  use  their  PLP  authority  on  nonreal  estate  loans — and 
that  is  the  one  I  am  specifically  referring  to,  nonreal  estate  com- 
mercial transactions — but  would  rather  submit  the  loans  through 
regular  procedures. 

How  much  of  an  impact  will  this  reduction  have  on  the  second- 
ary market  and  on  the  individual  who  is  applying  for  a  small  busi- 
ness loan? 

Mr.  Bowles.  First  of  all,  I  think  it  will  have  very  little  effect  on 
the  secondary  market  because  you  only  sell  the  Government  guar- 
anteed portion  in  the  secondary  market.  You  don't  sell  the  nongov- 
ernment guaranteed  portion  in  the  secondary  market. 

If  we  are  only  guaranteeing  70  percent  of  it,  that  is  the  propor- 
tion that  will  be  sold  in  the  secondary  market.  So,  the  secondary 
market  will  remain  a  very  viable  institution. 

If,  in  fact,  the  House  version  of  this  proposal  is  adopted,  then 
with  the  two-fifths  fee  going  in  the  secondary  market,  it  will  be 
somewhat  less  profitable  to  sell  them  to  the  secondary  market  than 
it  would  be  if  that  was  not  there,  but,  believe  me,  it  will  still  be 
profitable. 

As  it  relates  to  your  question  about  the  effect  on  the  people  who 
need  the  funds  the  most,  that  is  one  of  the  primary  things  I  like  far 
better  about  the  House  and  Senate  version  of  the  bill  than  the  one 
that  was  originally  sent  over  here  to  you.  That  is,  it  does  protect 
the  smaller  borrower. 

Clearly,  where  I  have  found  the  greatest  need  in  the  marketplace 
is  in  the  amounts  of  $25,000  to  $100,000.  We  are  beginning  to  ad- 
dress the  $25,000  and  under  demand  through  the  microloan  pro- 
gram. We  are  not,  by  any  stretch  of  the  imagination,  meeting  all 
the  demand,  but  we  have  a  vehicle  there  to  address  that  demand. 

Where  we  really  have  the  greatest  unmet  demand  now  is  be- 
tween $25,000  and  $100,000  and  that  is  protected  under  both  pro- 
posals here. 
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Mr.  Machtley.  We  keep  hearing  that  it  will  have  an  impact. 
Will  it  exclude  potential  borrowers  by  changing  the  guarantee? 

Mr.  Bowles.  What  it  does,  again,  for  the  smaller  loans  where  the 
greatest  credit  problem — where  the  marginal  borrower  is — in  gen- 
eral, it  will  not  have  any  effect.  Where  it  begins  to  have  an  effect  is 
on  some  of  the  larger  loans  where  we  have  reduced  the  amount  of 
the  guarantee.  That  does  increase  the  bank's  exposure.  By  increas- 
ing the  bank's  exposure,  that  increases  their  risk  and,  therefore, 
their  willingness  to  make  the  loan. 

I  maintain,  though,  again  having  spent  my  career  in  this  busi- 
ness and  having  talked  with  a  number  of  banks,  that  this  business 
is  profitable  enough  that  the  banks  will  stay  in  this  business. 

Before  you  came  in,  I  offered  to  give  the  committee — and  I  cer- 
tainly will  give  to  you — a  brochure  prepared  by  the  American 
Bankers  Association  entitled  "SB A  Lending:  The  Most  Profitable 
Lending  in  Your  Bank's  Portfolio." 

Mr.  Machtley.  Well,  the  problem  I  have,  and  I  have  had  it,  with 
clients  when  I  was  practicing  law  and  with  people  who  are  now 
trying  to  apply  for  loans,  particularly  up  in  the  Northeast,  they  go 
into  the  banks,  and  even  under  more  favorable  terms  they  are 
being  told  we  can't  help  you.  If  there  is  more  exposure  for  banks, 
that  means  that  banks  are  going  to  be  less  willing  to  lend  money. 
In  my  opinion,  if  the  banks  see  more  exposure  they  will  not  make 
the  loan,  unless  the  person  coughs  up  more  cash. 

So,  it  is  my  perception  that  the  practical  result  is  going  to  be 
that  the  business  guy  is  going  to  have  to  somehow  come  up  with 
the  additional  collateral  which  he  doesn't  have  even  at  the  higher 
rate. 

Chairman  LaFalce.  Ron,  if  I  could  attempt  to  offer  some  com- 
ments on  that,  too. 

I  don't  mean  to  short-circuit  the  administrator.  First  of  all,  we 
would  all  prefer  not  to  make  these  changes.  The  only  reason  we 
are  attempting  to  come  up  with  something  is  to  accommodate  the 
larger  program  levels,  about  $7  billion,  with  about  half  the  amount 
of  appropriations  or  even  less  than  half,  as  it  turns  out. 

So,  in  order  to  do  that,  if  we  are  going  to  do  that,  then  we  have 
got  to  make  some  changes.  The  question  is  what  changes  can  be 
made  that  would  be  least  adverse  upon  either  the  borrowers  or  the 
lenders. 

The  reason  I  was  recommending  going  from  80  percent  to  70  per- 
cent as  opposed  to  80  percent  to  75  percent  on  preferred  lenders,  is 
because  I  think  the  preferred  lenders  have  such  a  good  deal.  I 
mean,  right  now  if  you  are  not  a  preferred  lender,  a  small  business 
comes  in,  the  bank  says,  well,  we  will  give  it  to  you,  but  we  will 
only  give  it  to  you  about  an  SBA  guarantee. 

Then  they  are  going  to  have  to  shift  the  paperwork  over  to  the 
SBA,  work  with  the  SBA,  take  an  extra  month  or  two  or  whatever 
the  time  amount  might  be.  They  can  eliminate  all  of  that  if  you 
are  a  preferred  lender.  If  you  are  a  preferred  lender,  it  is  like 
saying  to  you,  we  will  give  you  the  automatic  right  to  attach  a  Gov- 
ernment guarantee,  any  loan  you  see  fit  to  attach  a  guarantee  to. 

It  seems  to  me  that  you  should  be  able  to  pay  a  price  for  that 
advantage  over  other  types  of  lenders. 
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Mr.  Bowles.  I  should  add  that  only  15  percent  of  our  loans  are 
PLP  loans. 

Chairman  LaFalce.  It  is  such  a  large  advantage  that  if  you  could 
give  a  70-percent  guarantee,  I  still  think  that  is  tremendous  incen- 
tive to  use  the  program. 

Now,  once  somebody  has  had  a  higher  percentage,  they  never 
want  to  give  it  up.  I  wouldn't  be  doing  that,  recommending  that, 
unless  I  was  able  to  make  some  savings  someplace  else.  If  you  don't 
cut  it  somewhat,  then  you  are  going  to  have  to  increase  something 
else.  You  are  going  to  have  to  go  to  a  quarter  of  a  percent  per  year 
on  all  loans,  which,  in  my  judgment,  would  immediately  be  passed 
upon  directly  to  the  borrower.  Far,  far  worse. 

Or  you  are  going  to  have  to  go  to  a  half  a  percent  or  more  annu- 
ally on  all  secondary  market  sales.  I  was  trying  to  hold  that  down, 
et  cetera. 

So,  that  is  where  we  are  coming  from. 

Mr.  Machtley.  I  appreciate  the  need  to  provide  as  many  loans  to 
small  firms.  But  I  am  not  convinced  that  these  changes  will, 
indeed,  provide  more  loans  to  businesses.  The  7(a)  Program  is  cur- 
rently a  very  popular,  effective,  program.  I  am  concerned  that  we 
may  weaken  the  program's  effectiveness  though  these  changes. 

Chairman  LaFalce.  These  are  tradeoffs.  So,  if  you  do  it  a  little 
bit  here,  you  can  ease  it  up  there.  If  you  don't  do  it  here,  you  are 
going  to  have  to  tighten  up  over  here. 

So,  what  is  the  best  approach  for  the  borrowing  community  and 
the  lending  community?  We  don't  know.  We  are  groping.  That  is 
why  we  are  all  groping  together. 

Mr.  Machtley.  That  is  specifically  why  I  wanted  to  find  out  if,  in 
fact,  we  reduce  the  guarantee  in  an  attempt  to  try  and  equalize 
this  balance,  do  we  so  change  the  formula? 

Because  the  practical  effect  is  that  the  small  business  guy,  in- 
stead of  having  to  come  up  with  a  half  a  percent  on  a  fee,  is  going 
to  be  told  by  the  banker,  look,  we  are  being  asked  to  increase  our 
exposure.  Ergo,  we  are  not  going  to  increase  our  exposure.  We 
want  you  to  put  cash  collateral  up  for  the  business.  The  small  busi- 
ness guy  says  I  don't  have  cash  collateral,  and,  therefore,  he  gets 
priced  right  out  of  the  market. 

So,  I  want  to  make  sure  that  as  we  reduce  the  guarantee  level, 
we  do  not  put  the  small  business  guy,  out  of  business. 

Chairman  LaFalce.  I  think  we  have  to  take  in  mind,  too,  a  phe- 
nomenon that  is  taking  place  in  banking  since  the  passage  of 
FIRREA  in  1989,  much  greater  consciousness  about  capital  ratios. 
So,  I  think  banks  today,  because  of  their  consciousness  about  cap- 
ital ratios,  are  much  more  likely  to  deny  loans  unless  there  is  a 
Government  guarantee.  Because  if  there  is  a  Government  guaran- 
tee, they  don't  have  to  reserve  against  it. 

Mr.  Machtley.  They  never  do. 

Chairman  LaFalce.  Precisely.  It  is  not  a  hit  against  capital.  I 
mean,  if  you  make  a  loan,  you  take  a  hit  against  capital  because  of 
that,  because  you  have  to  put  reserves,  unless  there  is  a  Govern- 
ment guarantee.  So,  there  is  an  incentive  to  use  the  SBA  Program, 
above  and  beyond  the  lack  of  creditworthiness  or  the  marginal 
creditworthiness  of  the  borrower. 
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I  think  another  great  reason  you  have  seen  greater  utilization  of 
the  SBA  guarantee  program  is  because  it  helps  the  bank  have 
better  capital  ratio  numbers.  So,  I  think  they  are  going  to  use  it, 
whether  it  is  80,  75,  70,  or  what  have  you,  and  also  because  of  the 
greater  perfection  that  has  been  made  in  the  secondary  market. 

The  secondary  market,  it  is  much  easier  today  than  it  was  2 
years  ago  or  4  years  or  so  ago.  So,  that  is  another  reason  that  I 
would  prefer  to  go  to  the  secondary  market,  rather  than  one  quar- 
ter of  1  percent  on  all  loans.  Because  the  secondary  market  is  so 
profitable.  They  are  able  to  recycle  that  money,  whether  it  is  70  or 
80  percent  to  make  the  loan,  sell  to  the  secondary  market.  Then 
they  use  it  again,  and  they  recycle  that  profit  margin.  They  can 
just  keep  on  doing  this  endlessly  under  the  secondary  market. 

Mr.  Machtley.  Well,  I  was  just  wondering  if  we  really  know  how 
this  reduction  will  effect  the  small  business  person  either  from  the 
secondary  market  standpoint  or  from  the  problem  that  he  is  going 
to  have  to  put  more  cash  up  front  or  more  assets. 

Mr.  Chairman,  on  the  secondary  market — can't  read  that  far. 

Mr.  Bowles.  It  is  Bowles.  Oh,  excuse  me,  Mr.  Hertzberg. 

Mr.  Machtley.  Do  you  have  any  date  on  this? 

Mr.  Hertzberg.  We  do  not  think  that  this  will  have  an  adverse 
effect  on  the  participation  by  the  banks  or  on  the  secondary 
market.  As  Mr.  Bowles  said,  the  portion  that  sold  in  the  secondary 
market  is  100-percent  guaranteed. 

The  other  factor  is  that  the  drop  in  percentage  is  on  real  estate 
loans,  which  are  the  better  secured  loans  of  the  ones  that  we  make. 
They  certainly  would  rather  not  have  the  reduction  because  I  think 
that  it  does  affect,  to  some  extent,  the  reserves  that  they  have  to 
maintain,  but  we  think  that  they  will  continue  to  participate  at  the 
same  levels  at  which  they  are  participating  presently. 

Mr.  Bowles.  I  assure  you,  they  would  far  prefer  a  program  in 
excess  of  $7  billion,  than  they  would  the  alternative,  which  is  a 
$3.3  billion  program. 

Mr.  Machtley.  Thank  you. 

Chairman  LaFalce.  Mr.  Bowles,  you  said  that  within  a  week  of 
our  appropriation,  you  had  approved  loans  of  about  a  billion  dol- 
lars, is  that  it? 

Mr.  Bowles.  Yes,  sir. 

Chairman  LaFalce.  All  right,  fine. 

Mr.  Bowles.  That  was  the  backlog  that  had  built  up. 

Chairman  LaFalce.  Yes;  we  had  a  backlog. 

How  long  did  we  shut  down?  Was  it  2  Vi  months? 

Mr.  Hertzberg.  I  think  it  was  7  weeks,  from  April  27th  to  rough- 
ly July  5th. 

Chairman  LaFalce.  OK,  good.  Now,  Mr.  Rosenbaum. 

Mr.  Rosenbaum.  Two  months.  About  2  ¥2  months. 

Chairman  LaFalce.  Yes. 

Mr.  Hertzberg.  I  just  don't  count  that  quickly. 

Mr.  Rosenbaum.  That  is  what  they  pay  me  for. 

Chairman  LaFalce.  OK,  good,  about  IVi  months.  We  had  a  $1 
billion  backlog  for  a  2V2  month  period.  I  thought  so.  But  that  would 
mean  that  we  might  not  use  the  full — what  do  we  have,  $6.2  to  $6.3 
billion  program  size  for  this  fiscal  year  now?  We  might  not  use 
that  full  amount,  because  that  $1  billion  was  actually  a  little  bit 
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less  than  what  I  thought  it  would  be.  That  is  probably  because  we 
discouraged  activity  during  that  period  of  time,  too,  I  am  sure. 

Mr.  Bowles.  Right.  It  almost  discourages  itself  when  your  pro- 
gram is  shut  down,  and  people  come  there  and  you  don't  have 
funds. 

Chairman  LaFalce.  Let's  get  to  the  high  point  directly.  Are  we 
going  to  use  up  our  full  program  authorization  this  fiscal  year  or 
not?  If  not,  are  we  going  to  have  any  money  left  over  that  we  can 
carry  over  into  next  fiscal  year  so  that  maybe  we  could  go  to  a 
smaller  fee  in  the  secondary  market,  less  of  a  reduction  on  the 
guarantee,  if  we  have  any  carry-over  moneys. 

Mr.  Bowles.  Mr.  Chairman,  we  will  have  carry-over  money,  but  I 
ask  you,  please — as  I  said  in  my  opening  remarks,  I  anticipate  the 
demand  will  be  somewhere  between  $7  and  $9  billion.  That  is 
where  I  think  the  demand  will  be. 

I  would  like  to  do  everything  I  can  to  meet  that  demand.  So,  I 
would  like  to  utilize  that  carry-over  fund  to  increase  the  size  of  the 
program. 

Chairman  LaFalce.  OK.  I  think  the  real  nut  to  crack  is  not  the 
75  or  70,  but  are  we  going  to  do  some  percentage  of  1  percent  of  the 
secondary  market  or  one  quarter  or  1  percent  across  the  board?  I 
believe  the  lenders  that  sell  the  SBA  guaranteed  loans  in  the  sec- 
ondary market  are  most  able  to  pay  an  additional  fee  out  of  their 
profits,  rather  than  simply  passing  the  fee  back  to  the  borrower.  I 
think  you  have  a  much  greater  likelihood  of  passing  the  fee  back  to 
the  borrower  on  the  1  percent  annual  fee  on  all  loans. 

But,  in  addition,  this  fee,  secondary  market,  would  be  the  easiest 
to  collect,  as  a  system  already  exists  for  an  agent  of  the  SBA  to 
collect  the  principal  and  interest  on  these  loans  through  the  lender 
which  still  services  the  loan  and  remit  it  to  the  investors  who  pur- 
chase them.  It  would  be  a  simple  matter  for  this  agent  to  withhold 
a  slight  fee  and  remit  it  to  the  SBA. 

On  the  other  hand,  if  you  have  a  1  percent  or  one-quarter  of  1 
percent  on  all  guaranteed  loans,  how  would  you  collect  the  fee 
from  the  lenders  who  do  not  sell  their  loans  and  who  do  not  deal 
with  your  agents?  How  would  you  handle  this  on  an  annual  basis? 

Mr.  Bowles.  I  am  going  to  let  Mr.  Hertzberg  answer  that. 

Chairman  LaFalce.  Wouldn't  it  be  much  simpler  to  do  it 
through  the  secondary  market? 

Mr.  Bowles.  Yes;  it  is  easier  for  us  to  do  it  through  the  second- 
ary market,  but  we  have  spent  a  long  time  discussing  the  other 
method,  and  we  can  administratively  handle  that  also.  Chuck, 
would  you  comment  on  that? 

Chairman  LaFalce.  What  would  the  cost  of  administering  it  be? 

Mr.  Hertzberg.  Actually,  by  using  the  same  fiscal  and  transfer- 
ring agent  and  using  a  mechanism  that  we  presently  have  in  place, 
the  periodic  report  of  loan  balances,  it  is  called  an  1175  report,  we 
expect  that  we  could  put  a  billing  process  into  place  on  an  across- 
the-board  basis.  As  you  said,  it  would  be  more  difficult,  but  it  is 
workable,  and  our  fiscal  and  transfer  agent  feels  certain  that  they 
could  implement  the  same  kind  of  a  process. 

Chairman  LaFalce.  But  right  now  a  lot  of  lenders  don't  deal 
with  that  agent. 

Mr.  Hertzberg.  That  is  true. 
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Chairman  LaFalce.  You  would  be  imposing  a  new  requirement 
on  them  to  deal  with  that  agent. 

Mr.  Hertzberg.  Well,  they  would  create  a  billing  process,  and 
through  our  computer  records  and  computer  sharing  we  could 
easily  equip  the  fiscal  and  transfer  agent  to  institute  a  billing  proc- 
ess. We  would  have  to  impose  some  penalties  because  that  is  the 
way  that  people  are  forced  to  pay  their  bills.  But  we  think  it  could 
be  done,  and  we  think  it  would  work. 

As  you  say,  though 

Chairman  LaFalce.  Do  you  have  the  estimate  of  the  cost  of  col- 
lecting a  fee  of  that  nature? 

Mr.  Hertzberg.  Not  precisely.  We  do  not  think  it  would  be  ex- 
tremely expensive. 

Chairman  LaFalce.  Well,  I  mean,  it  could  be  about  one-tenth  of 
1  percent,  which  is  almost  one-half  of  the  additional  fee. 

Mr.  Hertzberg.  We  have  talked  to  our  present  fiscal  and  trans- 
fer agent,  and  they  feel  that  they  could  get  this  done  with  very  lim- 
ited resources.  It  would  not  be  expensive. 

But  once  again,  from  the  very  start,  we  have  recognized  that  the 
present  secondary  market  system,  having  these  things  handled  by 
the  fiscal  and  transfer  agent,  would  certainly  be  easier  to  collect. 
There  is  no  question. 

Chairman  LaFalce.  Mr.  Bowles,  I  am  going  to  switch  gears.  In 
your  last  appearance  before  this  committee  there  was  considerable 
interest  expressed  by  some  SBC  members  about  the  funding  mecha- 
nism for  the  SBDC  clearinghouse,  contract  versus  grant.  Only  a 
relatively  small  amount  of  money  is  involved,  under  $300,000  per 
year.  But  can  you  explain  more  fully  the  clearinghouse  operation, 
and  why  you  endorse  the  change  to  a  grant,  and  what  you  would 
do  if  the  statute  is  changed  to  give  you  grant  authority? 

Mr.  Bowles.  I  can  even  do  better  than  that.  I  brought  the  person 
who  administers  it  to  explain  it.  Monika  Harrison  is  going  to  join 
us  at  the  table. 

Chairman  LaFalce.  I  haven't  seen  Monica  in  ages — when  you 
were  heading  the  procurement  program,  was  it? 

Ms.  Harrison.  Yes;  good  morning,  Mr.  Chairman. 

Chairman  LaFalce.  You  were  doing  a  great  job. 

Mr.  Bowles.  She  is  doing  a  great  job  still. 

Ms.  Harrison.  Thank  you  so  much. 

Let  me  try  to  clarify  it.  We  really  did  see  this  very  much  as  a 
technical  change.  The  only  thing  we  are  proposing  to  change  is  the 
mechanism  by  which  the  work  of  the  clearinghouse  is  accom- 
plished. In  the  past,  it  has  been  accomplished  through  a  contract. 
We  are  hoping  that  if  you  enacted  this  change  that  we  could  do  it 
through  a  grant. 

Both  of  those  processes  are  competitive — the  contract  in  the  past 
has  been  competitive,  and  the  grant  in  the  future  will  also  be  com- 
petitive. Both  of  them  have  been  limited.  The  one  has  been — and 
we  hope  the  other  will  be  also — limited  to  all  SBDC's  but  not  to  the 
generic  small  business  community  or  to  anyone  else  who  might 
want  to  come  in  and  set  up  a  clearinghouse. 

The  use  of  a  grant  is  a  less  burdensome  mechanism  than  a  coop- 
erative agreement,  depending  upon  what  you  are  trying  to  accom- 
plish. This  has  been  around  now  for  6  years.  We  know  what  we 
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want  the  clearinghouse  to  do.  The  SBDC's  are  used  to  using  it.  We 
no  longer  need  the  level  of  control  that  a  contract  has  given  us.  In 
other  words,  we,  as  an  agency,  don't  need  to  give  weekly  and 
monthly  instructions  to  the  clearinghouse  so  that  they  do  the  work 
that  needs  to  be  done.  That  has  been  worked  out  over  the  last  6 
years. 

A  grant  competition  will  allow  us  at  the  beginning  of  the  year, 
through  a  competition,  to  ensure  all  56 — ±ew  York  has  two,  but 
we  only  count  them  once — SBDC's  will  be  able  to  apply.  At  the  end 
of  the  review,  there  will  be  one  grant  made.  It  will  not  be  just  for  1 
year,  it  will  be  for  3. 

I  know  there  was  a  concern  about  changing  it  every  year  and 
having  a  lack  of  continuity.  But  at  the  end  of  all  that  we  will  have 
an  SBDC  which,  hopefully,  through  a  grant  will  continue  to  do  ex- 
actly the  same  work  that  is  currently  being  done  under  a  contract. 
We  wanted  to  move  to  a  grant  simply  because  it  is  the  most  appro- 
priate vehicle  for  us  in  this  stage  of  the  work  of  the  clearinghouse. 

The  change  from  the  Georgia  SBDC,  which  previously  had  this 
under  a  contract,  occurred  when  there  was  another  contract  com- 
petition. We  had  three  SBDC's  apply  for  that.  On  the  basis  of  price, 
again,  because  it  was  a  contract,  we  did  it  on  low  bid.  We  awarded 
it  to  New  York.  They  have  been  the  contractor  through  fiscal 
year- 


Chairman  LaFalce.  I  was  totally  unaware  until  the  request 
came  in  to  change  this  that  there  even  was  a  clearinghouse. 

Ms.  Harrison.  Right.  We  had  no  conversations  on  that  matter 
whatsoever.  It  was  a  simple  contract  competition  and,  as  I  say, 
awarded  on  the  basis  of  low  bid.  But  that  was  just  for  1  year.  We 
did  it  just  for  1  year  because,  even  at  the  beginning  of  that  cycle, 
we  acknowledged,  a  contract  really  isn't  the  right  mechanism,  but 
because  it  takes  a  long  time  to  go  through  the  procurement  cycle, 
we  didn't  have  time  to  change  it. 

We  also  knew  we  had  the  problem  of  authority.  There  is,  of 
course,  grant  authority  in  the  SBDC  legislation.  Unfortunately, 
that  grant  authority  is  only  for  that  part  of  the  SBDC  Program 
which  is  the  "formula-driven"  part.  It  says,  here  is  your  share, 
State  X,  if  you  can  match  it,  based  on  population.  We  don't  have 
grant  authority  for  this,  if  you  want  to  call  it  discretionary  activity. 

That  is  why,  again,  it  is  purely  a  technical  change.  No  substan- 
tive change  in  the  operation,  no  change  envisioned  in  the  amount 
of  money  that  will  be  spent,  no  intention  whatsoever  to  give  it  to 
one  SBDC  year  after  year  after  year  and  to  exclude  others,  and  cer- 
tainly no  intention  to  do  any  harm  to  the  current  structure  of  the 
way  the  clearinghouse  works. 

Mrs.  Meyers.  Mr.  Chairman,  I  would  like  to  know — the  clearing- 
house has  information  concerning  SBDC's. 

Ms.  Harrison.  Right. 

Mrs.  Meyers.  Who  can  access  this  information? 

Ms.  Harrison.  The  initial  purpose  of  the  clearinghouse  is  to  ben- 
efit SBDC's.  So,  they  are  the  principal  accessers  of  the  information. 
However,  the  reason  they  are  accessing  the  clearinghouse  is  on 
behalf  of  their  small  business  clients. 

What  typically  happens  is  almost  all  the  SBDC's  have  some 
small  libraries  of  their  own.  They  collect  certain  data,  and  they 
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subscribe  to  certain  periodicals,  and  they  may  even  have  on  line 
one  or  two  small  business-related  data  bases.  But  what  happens  is 
a  small  business  will  come  into  an  SBDC  with  an  issue  or  a  prob- 
lem or  a  goal,  an  objective  that  may  go  beyond  the  sophistication  of 
their  library. 

Therefore,  they  would  call  up  the  clearinghouse  and  say,  I  have 
here  a  client  who  wants  to  know  where  they  can  purchase  a  par- 
ticular type  of  widget  that  is  only  sold  in  two  places  in  the  world, 
and  we  know  there  are  only  two,  but  we  don't  know  where.  The 
clearinghouse  would  do  that  research  for  them,  using  the  many, 
many  data  bases  that  they  have  and  the  actual  periodical  informa- 
tion, as  well  as  the  generic  research  knowledge  and  capability  of 
the  clearinghouse  staff. 

SEA  staff  can  also  use  the  clearinghouse.  We  don't  allow  small 
businesses  to  access  it  directly,  if  that  is  what  I  think  you  may  be 
asking. 

Mrs.  Meyers.  Yes;  I  am  wondering  why  not. 

Ms.  Harrison.  There  are  two  reasons. 

First  of  all,  there  are  approximately  four  staff  people  who  work 
the  clearinghouse  function.  Those  four  people  do  everything  from 
ordering  all  of  the  periodicals  to  staying  abreast  of  what  new  data 
bases  are  there,  to  actually  doing  the  searches,  disseminating  infor- 
mation, mailing,  logging,  reporting  to  SBA,  and  so  forth.  So,  to 
have  the  conduit  of  just  56  SBDC's  makes  that  a  much  more  man- 
ageable work  load. 

Second,  we  fmd  that  if  we  were  to  have  small  businesses  calling 
directly,  as  they  do  to  the  SBA  answer  desk,  which  is  another 
mechanism  that  is  available,  or  as  they  can  do  to  the  SBA's  elec- 
tronic bulletin  board,  they  are,  frankly,  oftentimes  not  very  focused 
in  what  they  need  to  know,  and  they  are  sort  of  searching  for  just 
the  basics.  Their  contact  with  the  SBDC  allows  that  SBDC  counsel- 
or to  help  them  refine  their  request  so  that  they  are  getting  exact- 
ly what  they  are  looking  for,  rather  than  having  to  go  through  this 
sort  of  searching. 

Many  times,  it  takes  a  lot  of  avenues  to  get  to  the  point  where 
they  really  get  the  information  that  they  really  are  going  to  need 
to  help  them  do  what  they  thought  they  wanted  to  do.  We  put  the 
burden  on  the  SBDC  counselor  to  clarify  that  for  the  clearinghouse. 

Mrs.  Meyers.  So,  you  are  saying  this  will  be  done  by  grant  in  the 
future? 

Ms.  Harrison.  We  hope. 

Mrs.  Meyers.  What  is  the  amount  of  the  grant? 

Ms.  Harrison.  Well,  the  amount  of  the  contract  has  been — at 
one  point  it  was  $265,000.  It  is  now  at  approximately  $240,000.  We 
envision  that  the  grant  would  be  approximately  that  same  amount 
of  money.  It  may  change  $10,000  upward  or  downward  in  any  given 
year.  Certainly,  if  the  demand  for  the  service  is  expanded  3  years 
down  the  road,  we  would  ask  the  committee  for  more  money,  but 
right  now,  it  should  remain  approximately  the  same. 

Mrs.  Meyers.  You  said  you  didn't  foresee  that  it  would  stay  in 
the  same  place  year  after  year  after  year.  Would  you  think  of  relo- 
cating it  every  year? 

Ms.  Harrison.  I  wouldn't  think  that  would  be  the  right  way  to 
do  it,  because  it  does  take  quite  some  time  to  get  staff  trained,  and 
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it  takes  quite  some  time  to  become  familiar  with  how  the  trends  in 
the  small  business  community  change  and  with  what  the  average 
SBDC  needs  research  on.  Also,  there  is  just  the  whole  process  of 
the  physical  holdings  and  their  having  to  be  transferred  year  in 
and  year  out.  So,  my  personal  opinion  is  that  probably  a  3-year 
minimum,  up  to  5  years,  would  be  the  appropriate  amount  of  time. 

For  lack  of  a  better  way  to  put  it,  it  also  just  takes  some  time  for 
the  SBDC's  to  get  comfortable  with  clearinghouse  staff  and  to  trust 
them  to  know  how  to  do  their  research.  If  you  have  a  new  set  of 
people  every  year  in  a  new  location,  there  is  enough  inclina- 
tion  

Mrs.  Meyers.  I  would  agree  with  you.  I  think  every  year  is  too 
much.  I  just  wanted  to  get  an  expression  of  maybe  3  to  5  years  or 
what  you  thought  was  right. 

Has  there  ever  been  any  thought  of  matching  money  or  some 
money  from  the  clearinghouse  location? 

Ms.  Harrison.  Yes;  there  has  been  some  thought.  But  I  think 
that  we  decided  that  probably  wasn't  something  we  wanted  to  do 
for  this  reason.  We  would  be  asking  an  SBDC — because  that  is 
what  they  are  first  and  they  are  a  clearinghouse  second — to  come 
up  with  matching  money  from  local  or  State  sources  that  really  is 
used  to  benefit  SBDC's  throughout  the  United  States.  As  difficult  a 
time  as  many  SBDC's  have  these  days  coming  up  with  the  match 
for  their  basic  programs,  I  don't  think  it  is  equitable  to  ask  them  to 
match  something  for  which  they  are  not  the  principal  beneficiary. 
Certainly,  that  can  always  be  revisited,  but,  again,  I  am  just  giving 
you  my  own  opinion  in  terms  of  equity  and  efficiency,  and  I  think 
it  is  not  the  way  to  go. 

Mrs.  Meyers.  I  would  agree  with  you,  but  I  thought  the  question 
should  be  asked  because  there  is,  obviously,  some  benefit  to  an 
SBDC  being  the  clearinghouse,  and  maybe  that  is  something  we 
can  look  at  in  the  future.  But  at  this  point,  I  think  I  would  agree 
with  you.  Thank  you. 

Ms.  Harrison.  You  are  welcome. 

Chairman  LaFalce.  Mr.  Bowles,  let  me  ask  you  one  question.  I 
am  constantly  hit  on  the  floor  by  other  Members  saying  why  don't 
you  reduce  the  interest  rate  on  the  disaster  loans,  something  less 
than  what  it  is  now?  They  are  charging  4  percent  now.  Why  don't 
you  reduce  it  to  1,  maybe  2  percent  or  so? 

Mr.  Bowles.  Let  me  give  you  an  answer  to  that. 

Chairman  LaFalce.  Well,  I  tell  them,  look,  right  now  that  is 
within  the  discretion  of  the  SBA  Administrator.  He  can  do  it  if  he 
wants  to.  But,  of  course,  it  is  going  to  cost  a  lot  more  money. 

Of  course,  too,  this  question  of  equity  insofar  as  all  other  disas- 
ters that  have  existed  last  year,  the  year  before,  et  cetera,  and  for 
those  who  were  affected  by  it,  they  were  affected  as  much  so  as 
those  who  have  been  affected  by  this  disaster,  and  4  percent  is  a 
pretty  good  deal  as  it  is. 

Mr.  Bowles.  Right  now  we  make  a  4-percent  loan  that  goes  out 
to  a  maturity  as  long  as  30  years. 

Chairman  LaFalce.  Based  upon  ability  to  repay? 

Mr.  Bowles.  Yes,  sir. 

Just  to  give  you  an  example,  if  we  took  the  $60  million  appro- 
priation that  you  just  gave  us  last  night,  that  will  now  fund  a  $292 
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million  program.  If  you  were  to  reduce  the  interest  rate  to  1  per- 
cent, it  takes  our  credit  subsidy  rate  from  20.58  to  37  percent. 
What  that  means  is  we  could  only  fund  with  that  $60,  a  $162  mil- 
lion program.  So,  it  really  would  almost  cut  our  ability  to  fund  by 
about  40  percent. 

It  wouldn't  just  affect  those  funds,  but  it  would  also  affect  the 
other  funds  we  have  in  our  portfolio.  So,  I  would  have  to  come  back 
to  you  immediately  for  an  awful  lot  more  dollars  in  order  to  meet 
the  demand. 

It  would  cost  the  taxpayers  an  awful  lot  more  money  if  you 
wanted  to  go  that  way. 

Chairman  LaFalce.  In  other  words,  the  administration  would 
oppose  any  mandate  of  an  interest  rate  lower  than  the  interest 
rate  that  is  now  being  charged?  Is  that  correct? 

Mr.  Bowles.  At  this  point  in  time,  I  have  not  seen  anything  that 
would  make  me  think  we  should  reduce  it  below  4  percent. 

Chairman  LaFalce.  Any  other  questions  by  Members  of  Mr. 
Bowles? 

Mr.  Zeliff. 

Mr.  Zeliff.  Just  one  quick  summary  observation.  I  think  what 
you  have  done  relative  to  a  60-percent  cut  in  your  appropriation  in 
terms  of  spreading  the  dollars  is  outstanding. 

I  said  in  my  opening  remarks  that  I  would  like  to  keep  an  open 
mind,  and  my  comments  to  our  banking  community  up  in  New 
Hampshire  is  I  think  we  can  get  away  with  increasing  the  amount 
of  moneys  that  the  banks  have  to  put  up. 

As  far  as  the  secondary  market,  I  would  have  to  yield  to  some  of 
the  expert  witnesses  in  the  testimony  who  indicate  that  it  won't 
affect  the  program.  When  I  listened  to  the  President's  comments 
on  February  17th  and  his  goals  of  expanding  the  economy,  putting 
people  back  to  work,  and  living  within  our  means,  my  feeling  is  we 
have  a  good  program  for  SBA  here.  We  have  a  good  program  for 
small  business.  We  ought  to  be  putting  more  money  and  not  less 
into  the  appropriations  process. 

I  don't  know  whether  the  loan  demand  is  going  to  be  $7,  $8,  or  $9 
billion,  but  I  would  guess  that  you  were  right,  it  will  be  at  least  $7 
billion  and  probably  closer  to  the  $9  billion  figure. 

So,  certainly,  I  don't  quarrel  what  you  have  done.  You  have 
taken  what  has  been  given  to  you.  I  think  also  the  idea  of  not 
going  back  for  supplementals  to  allow  planning  in  the  process,  and 
not  this  disruption  of  a  billion  dollars  of  loan  backup,  and  all  the 
rest  of  the  stuff  that  goes  with  it,  is  on  the  mark.  So,  you  are  doing 
what  you  can  with  the  program,  with  the  cards  that  have  been 
dealt  to  you. 

I  hate  to  see  the  trend  of  more  cuts  in  the  SBA  overall.  I  hope 
that  we  are  going  to  recognize  that  the  SBA  is  a  credible  program 
for  small  business  and  particularly  right  now,  when  we  need  to 
expand  the  ability  of  small  business  to  have  capital  in  the  tight 
credit  crunch  in  many  areas  of  the  country,  to  provide  the  jobs  that 
the  President  needs  to  get  his  economic  program  going. 

So,  while  on  the  one  side,  I  am  very  concerned  about  the  trend 
and  the  cards  that  have  been  dealt  to  you,  I  think  that  you  have 
taken  the  challenge  and  tried  to  spread  it  as  best  you  can. 
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Mr.  Bowles.  Thank  you,  Congressman.  I  have  appreciated  the 
chance  to  work  with  you  and  to  talk  to  you  about  this.  We  have 
tried  to  be  prudent.  We  want  to  do  our  part  to  address  this  massive 
Federal  deficit,  just  as  you  do.  This  helps  in  that  regard. 

At  the  same  time,  we  want  to  meet  the  demand  of  the  small 
business  owners  of  this  country.  Clearly,  every  billion  dollars  that 
is  appropriated  here  or  spent  here  creates  over  320,000  jobs.  It  is  a 
very  important  piece  of  the  puzzle  that  we  are  trying  to  do  to  help 
small  business. 

Mr.  Zeliff.  But  the  piece  that  I  worry  about  is  that  we  are  deal- 
ing the  small  business,  the  SBA,  less  and  less  cards.  I  hope  that 
trend  can  be  reversed  at  some  time  in  the  future. 

The  other  thing  I  would  like  to  just  throw  out,  and  I  mentioned 
to  you  previously,  that  I  would  like  to  volunteer  to  work  with  you 
as  somebody  from  the  other  side  of  the  aisle  to  hold  a  town  meet- 
ing, a  joint  project  with  you,  and  do  everything  we  can  to  meet 
your  goals  in  that  regard.  So,  if  you  have  an  opportunity  to  come  to 
New  Hampshire,  we  would  like  to  work  with  you. 

Mr.  Bowles.  Thank  you,  sir. 

Chairman  LaFalce.  Mrs.  Meyers. 

Mrs.  Meyers.  I  would  also  welcome  you  to  Kansas,  but  that  isn't 
my  question  right  now,  Mr.  Bowles. 

As  you  know,  I  had  introduced  a  bill  to  postpone  the  White 
House  Conference  for  a  year,  and  the  chairman  had  introduced  one 
that  would  have  postponed  it  so  that  it  started  not  sooner  than  No- 
vember— let's  see,  to  begin  not  sooner  than  November  1994,  with 
the  National  Conference  held  between  October  1,  1995,  and  Decem- 
ber 31,  1995. 

We  worked  on  a  compromise,  and  our  new  bill  embraces  the  com- 
promise, and  it  provides  a  rather  large  window  of  time  for  the  Na- 
tional Conference,  between  May  1,  1995,  and  December  1995.  Now, 
is  that  large  window  really  necessary? 

Chairman  LaFalce.  May  1  1994,  and  December  1995. 

Mr.  Bowles.  It  is  May — the  window  for  calling  the  National  Con- 
ference. 

Mrs.  Meyers.  Yes;  the  National  Conference.  My  question  is,  do 
you  think  this  large  window  is  really  necessary  and  would  you  be 
comfortable  with  a  narrowing  of  this  window,  perhaps  holding  the 
national  meeting  between  May  1,  1995,  and  August  1,  1995? 

Chairman  LaFalce.  Well,  as  I  understand,  it  was  your  intention 
to  have  it  in  June  or  July. 

Mrs.  Meyers.  May,  I  think  he  said. 

Mr.  Bowles.  Actually,  I  want  to  try  to  have  it  just  as  soon  as  I 
can.  That  is  a  commitment  I  am  trying  to  make  to  you.  I  am  trying 
to  get  it  scheduled  on  the  President's  calendar  now  for  May  or 
June.  That  is  what  I  would  like  to  do. 

Chairman  LaFalce.  Sure.  We  were  trying  to  give  him  some 
leeway  there. 

Mrs.  Meyers.  I  just  dislike  the  idea  of  taking  it  over  to  Decem- 
ber. I  wondered  if  we  could  narrow  that  window  between  May  and 
August.  Would  you  be  comfortable  with  that? 

Mr.  Bowles.  That  would  be  your  decision,  not  mine.  But  I  like 
having  the  flexibility.  I  can  tell  you  I  am  absolutely  committed  to 
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making  every  effort  to  have  it  in  even  May  or  June.  That  is  when  I 
believe  it  should  be. 

Mrs.  Meyers.  Thank  you,  Mr.  Chairman. 

Chairman  LaFalce.  Mr.  Portman,  did  you  have  some  questions? 

Mr.  Portman.  Maybe,  first,  Mr.  Chairman,  I  should  ask,  has  Mr. 
Turner  already  testified? 

Chairman  LaFalce.  No;  not  yet. 

Mr.  Portman.  OK.  Is  he  going  to  testify  this  morning? 

Chairman  LaFalce.  Yes. 

Mr.  Portman.  I  just  wanted  to  apologize  for  being  late,  and  say  I 
am  pleased  to  see  the  administration  before  the  committee  again. 

I  have  a  question  regarding  the  7(a)  Program  and,  maybe  I 
should  wait  for  Mr.  Turner. 

Chairman  LaFalce.  You  might  want  to  ask  Mr.  Bowles,  too. 

Mr.  Portman.  My  general  question,  Mr.  Bowles,  is  whether  the 
7(a)  Program  proposed  changes,  which  I  generally  support,  would 
have  an  impact  on  the  number  of  loans  and  the  quality  of  loans.  In 
other  words,  it  seems  to  me  there  might  be  an  inevitable  movernent 
on  the  part  of  some  lenders  not  to  want  to  loan  to  less  capitalized 
small  businesses,  given  particularly  the  lower  fee  structure  that 
has  been  proposed. 

Mr.  Bowles.  I  think  that  is  far  less  likely  to  happen  under  the 
Senate  proposal  or  the  House  proposal,  both  of  which  we  are  very 
comfortable  with.  They  exclude  those  smaller  loans  of  less  than 
$155,000  and  you  still  have  the  90  percent  guarantee  there.  I  think 
that  was  the  important  part  to  preserve.  That  was  the  flaw  in  the 
original  plan.  Having  done  that,  I  feel  comfortable  that  marginal 
credit  is  being  protected  now. 

Mr.  Portman.  This  is  generally  a  profitable  program,  I  suppose, 
for  banks. 

So,  would  you  say  that  it  is  also  less  likely  that  banks  would  be 
interested  in  leaving  the  program  because  of  the  profitability? 

Mr.  Bowles.  I  will  say  clearly  it  will  be  less  profitable  in  the 
future,  but  it  will  remain  very  profitable. 

Mr.  Portman.  Thank  you. 

Chairman  LaFalce.  All  right.  Mr.  Bowles,  thank  you  very,  very 
much  for  your  testimony. 

Our  next  witness  will  be  Mr.  Richard  Turner,  chairman  of  the 
board  of  directors  of  the  National  Association  of  Government  Guar- 
anteed Lenders. 

Before  we  begin,  Mr.  Turner,  all  I  have  is  a  Xerox  of  a  fax.  Could 
I  have  some  copy — an  original — so  I  don't  have  to  read  copies  of 
faxes?  If  you  have  them. 

Mr.  Turner.  Sure,  let  me  go  back  and  get  that,  Mr.  Chairman. 
Sorry. 

Chairman  LaFalce.  This  is  something  I  am  trying  to  get  very 
strict  on  with  my  staff  and  with  witnesses.  The  older  I  get,  the 
worse  my  eyes  get,  the  more  I  like  to  have  something  other  than 
faxed  material.  I  would  like  to  abolish  all  fax  machines. 

Mr.  Turner.  Sorry  about  that,  Mr.  Chairman.  As  you  can  see,  I 
think  I  am  more  advanced  in  age  than  you  and  have  been  wearing 
bifocals  for  years  and  years,  so,  my  apologies. 

Chairman  LaFalce.  Thank  you.  The  same  thing.  I  think  all  you 
have  is  a  Xerox  of  a  fax,  too. 


70-939  0-94-3 
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Mr.  Turner.  Off  to  a  good  start. 

Chairman  LaFalce.  No;  it  is  not  a  problem.  Just  everybody  has 
their  Uttle  pet  peeves,  and  that  is  one  of  mine.  I  am  fighting  the 
world  on  that,  though. 

Mr.  Turner,  you  have  rather  lengthy  testimony.  We  will  put  the 
entirety  of  your  testimony  in  the  record  as  if  it  were  read,  and  I 
would  ask  you  to  summarize  it  as  you  would. 

TESTIMONY  OF  RICHARD  D.  TURNER,  CHAIRMAN  OF  THE  BOARD 
OF  DIRECTORS,  NATIONAL  ASSOCIATION  OF  GOVERNMENT 
GUARANTEED  LENDERS,  INC. 

Mr.  Turner.  Certainly.  Thank  you,  Mr.  Chairman,  and  other 
members  of  the  committee. 

My  name  is  Richard  Turner.  I  am  the  chairman  of  the  board  of 
the  National  Association  of  Government  Guaranteed  Lenders,  com- 
monly known  as  NAGGL  for  shortness.  We  represent  those  mem- 
bers of  the  lending  community  who  account  for  about  75  percent  of 
the  annual  volume  of  SBA  7(a)  lending.  We  have  about  500  mem- 
bers. 

I  have  been  involved  with  SBA  for  over  20  years,  both  as  an  em- 
ployee and  for  the  last  12  years  with  the  South  Shore  Bank  of  Chi- 
cago as  its  senior  vice  president  and  senior  lender.  We  are,  we  like 
to  think,  a  trailblazer  in  minority  lending,  community  economic  de- 
velopment lending  in  the  Midwest,  and  we  are  branching  out. 

Just  as  a  matter  of  interest,  I  have  spent  most  of  my  last  3  years 
in  the  Republic  of  Poland  designing  and  running  a  lending  pro- 
gram which  I  based  purely  upon  the  SBA  lending  program,  and  we 
have  had  good  results. 

I  have  also  recently  been  named  by  the  President  to  the  board  of 
the  Russian/American  Enterprise  Fund  which  will  be  formed. 

I  am  going  to  summarize  this  testimony.  We  have  been  over  all 
the  groundwork.  You  have  been  over  the  groundwork  with  Mr. 
Bowles.  I  won't  recite  the  well-known  statistics  on  how  effective  the 
lending  community  feels  the  SBA  lending  program  is,  except  to 
point  to  a  couple  of  facts. 

Volume  is  up  88  percent  over  3  years.  We  think  this  year  will  see 
a  23-percent  increase  in  volume.  The  loss  rates  are,  I  think,  ex- 
tremely defensible.  They  have  come  down  almost  50  percent  in  the 
last  5  or  6  years  and,  at  2.1  percent,  show  a  program  that  is  well- 
managed,  well-run,  and  that  is  not  taking  incommensurate  risk. 

The  cost  per  job,  it  has  been  alleged  in  the  public  record,  is  some 
$576.  I  don't  even  know  that  we  can  create  a  job  in  Eastern  Europe 
for  such  little  money. 

Our  membership,  although  we  would,  of  course,  as  you  might  an- 
ticipate, like  to  see  no  changes  in  the  program,  we  would  like  to  see 
appropriations  at  a  level  to  fund  what  we  think  will  be  $8  to  $9 
billion  worth  of  demand  next  year.  We  do  know  that  the  deficit  has 
to  be  addressed. 

All  those  things  being  true,  we  are  willing  to  bow  to  reality,  if  we 
must,  and  discuss  these  options  that  you  have  been  hearing  about 
this  morning. 

I  feel  obligated  to  comment  in  passing  that  I  think  SBA  is  being 
asked  to  take  an  incommensurate  hit  here.  If  you  look  at  the  ap- 
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propriation  for  this  current  fiscal  year,  add  to  it  the  supplemental, 
if  we  go  down  to  $155  million — and  I  know  there  may  be  no  choice 
there — I  simply  want  to  point  out  that  is  a  60-percent  reduction, 
and  I  think  the  average  hit  that  agencies  are  taking  is  more  in  the 
realm  of  5  percent.  We  simply  hate  to  see  small  business  have  to 
continue  to  bear  what  we  think  is  an  incommensurate  burden  to 
balance  the  deficit. 

In  terms  of  what  to  do,  NAGGL's  position  would  be  that  we  have 
been  discussing  that  all  these  changes  should  be  considered  and 
weighed.  We  have  had  discussions  with  staff  members  on  both  sides 
of  the  Congress,  from  both  the  Senate  and  the  House  on  these — 
extensive  discussions.  I  would  only  ask  that  you  keep  in  mind,  as 
we  discuss  these,  not  only  how  these  measures  will  affect  bank 
profitability,  which  they  certainly  will,  but  how  they  might  affect 
borrowers. 

We  have  been  making  loans  largely  to  minorities,  those  who  find 
it  hard  to  access  credit,  at  South  Shore  for  a  number  of  years,  and  I 
am  very  worried  not  that  we  would  back  away  from  our  commit- 
ment, because  we  won't,  but  that  other  banks  that  are  considering 
entering  this  area  or  serving  small  business  in  general  may  look  at 
changes  in  the  magnitude  we  are  talking  about  and  decide  to  back 
away  and  not  do  this.  I  worry  a  lot  about  that  as  we  talk  about 
changing  guarantee  percentages. 

I  guess  I  would  leave  you  with  two  recommendations  from  our 
NAGGL  membership  and  that  would  be,  knowing  your  reserva- 
tions, Mr.  Chairman,  on  both  these,  we  know  PLP  will  have  to  take 
a  reduction.  We  agree  with  that.  We  would  ask  it  remain  at  75  per- 
cent, rather  than  go  to  70. 

That  may  seem  like  a  small  change.  As  a  lender,  I  think  I  could 
say  that  there  will  be  a  number  of  PLP  lenders  who  on  the  nonreal 
estate  loans  will  then  say  to  themselves,  well,  if  we  can  still  get  an 
85-percent  guarantee  with  a  loan  of  under  10  years,  let's  not  do  it 
PLP,  let's  go  for  the  increased  guarantee.  That  uses  up  authority.  I 
think  we  should  remember  that,  in  this  era  of  doing  more  with 
less,  it  may  strain  the  SBA  staff. 

As  onerous  as  an  across-the-board  fee  seems  to  most  of  my  mem- 
bership, it  also  seems  to  our  members  unfair  that  only  those  who 
choose  to  use  the  secondary  market — and  banks  are  choosing  often 
to  use  that,  yes,  for  profitability,  but  also  or  liquidity  purposes. 
Those  people  choosing  to  use  the  secondary  market  shouldn't  be 
asked  to  bear  the  full  burden  of  a  fee. 

So,  I  think  our  position  is — again  knowing  you  have  reservations 
about  this — that  it  is  worth  talking  about  an  ongoing  fee  that 
would  apply  to  everybody  across  the  board. 

I  have  also  talked  to  the  fiscal  transfer  agent  and  have  been  told 
that  they  can  implement  secondary  market  fees  as  well  as  across- 
the-board  fees  very  quickly  and  hopefully  in  time  to  meet  the  res- 
coring  that  0MB  says  it  is  ready  to  do  with  any  unused  funds  on 
September  1st. 

I  think,  in  the  view  of  time,  that  would  conclude  my  summary  of 
my  remarks. 

[Mr.  Turner's  statement,  with  attachments,  may  be  found  in  the 
appendix.] 
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Chairman  LaFalce.  Mr.  Turner,  in  your  prepared  testimony  you 
say  that  there  is  a  time  consideration  that  must  be  addressed  and 
that,  if  we  are  to  meet  the  target  effective  date  of  September  1,  it  is 
uncertain  whether  collecting  a  one-quarter  percent  across-the- 
board  fee  could  be  done,  where  it  is  virtually  certain  that  you  could 
do  it  through  a  fee  on  the  secondary  market,  which  would  enable 
us  to  have  at  least  an  additional  $1  billion  worth  of  loan  guarantee 
authority  and  perhaps  $2  billion  worth  of  additional  loan  guaran- 
tee authority. 

That,  therefore,  you  would  come  down  in  favor  of  the  secondary 
market  approach,  primarily  because  of  that  time  consideration  and 
the  likelihood  of  increased  program  capacity  through  the  repro- 
gramming  or  the  carry-over  process.  Is  that  correct? 

Mr.  Turner.  Yes,  sir;  it  just  seems  if  0MB  is  willing  to  repro- 
gram  and  rescore,  that  it  is  a  wonderful  opportunity  that  is  too 
good  to  miss.  So,  in  order  to  get  that  opportunity,  we  are  willing  to 
endorse  whatever  gets  us  there  the  surest  way. 

Now,  the  FTA  does  tell  me  they  think  they  could  mechanically 
deal  with  an  across-the-board  fee.  I  am  just  throwing  that  out.  I 
have  learned  that  this  morning  since  this  testimony  was  prepared. 

Chairman  LaFalce.  Not  by  September  1? 

Mr.  Turner.  They  are  indicating  that  they  can.  If  there  is  a  like- 
lihood from  some 

Chairman  LaFalce.  Well,  when  your  testimony  was  prepared, 
they  said  they  couldn't. 

Mr.  Turner.  I  know. 

Chairman  LaFalce.  I  doubt  they  could,  either. 

Mr.  Turner.  I  candidly  would  rather  not  take  a  chance.  If  it 
looks  like  there  is  a  chance  there  that  this  rescoring  opportunity 
won't  be  met,  I  would  rather  not  take  the  bet. 

Chairman  LaFalce.  Any  questions? 

Mrs.  Meyers.  Mr.  Chairman,  I  have  a  question. 

Your  proposal  says  that  any  loans  that  are  requested  prior  to 
August  the  20th  come  in  under  the  old  rules  and  after  August  20th 
under  the  new  rules,  and  what  does  the  Bumpers  proposal  suggest? 
Is  it  the  same? 

Mr.  Powers.  There  is  no  phase-in  on  the  Bumpers. 

Mrs.  Meyers.  It  is  just  September  the  1st? 

Mr.  Powers.  His  does  not  contain  a  date  to  start. 

Mrs.  Meyers.  OK.  Thank  you. 

Mr.  Turner.  Thank  you. 

Chairman  LaFalce.  Mr.  Portman. 

Mr.  Portman.  I  appreciate  your  being  here. 

I  think  you  probably  heard  my  earlier  question.  From  your  testi- 
mony, I  take  it  that  you  have  done  a  canvassing  of  sorts  of  your 
members  and  you  feel  as  though,  clearly,  the  percentage  should  be 
higher.  You  would  like  to  see  75  percent  rather  than  70,  for  in- 
stance, on  fees.  You  didn't  really  mention  in  your  oral  statement, 
but  in  your  written  statement  you  discussed  spreading  fees  to  all 
participants. 

I  guess  my  question  to  you  is  whether  you  have  any  reaction  to 
my  earlier  question  to  the  Administrator,  and  if  you  have  any 
other  comment  beyond  the  fee  and  the  percentage. 
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Mr.  Turner.  I  don't  think  it  is  fair  or  honest  to  say  that  long- 
time participants  in  this  program,  that  their  conduct  or  behavior 
will  be  affected  by  any  of  these  changes. 

My  bank  would  be  an  example.  We  have  been  in  this  program 
longer  than  almost  any  other  lender.  We  will  continue  to  be  in  this 
program.  We  know  that  it  will  be  less  profitable  for  us.  We  will 
still  use  it. 

It  is  not  scientific,  so  I  can't  give  you  an  exact  percentage,  but  I 
worry  about  some  of  the  new  participants  in  this  program  over  the 
last  2  or  3  years  in  the  suburbs  reaching  businesses  that  haven't 
been  reached  before  perhaps  and  also  larger  banks  that  now  are 
mounting  community  lending  efforts. 

CSBA  is  a  valuable  tool  in  that,  looking  at  some  of  the  changes 
and  saying,  well,  let's  either  not  use  the  program,  let's  wait  and 
see,  or  let's  back  away  a  little  bit. 

I  am  not  trying  to  scare  anybody  or  raise  the  specter,  but,  know- 
ing bankers,  I  worry  about  that  a  little  bit. 

I  am  still  endorsing  changes,  though.  We  have  to  do  it.  I  would 
much  rather  have  a  program  that  will  meet  the  demand  of  $8  or  $9 
billion  with  changes  than — I  concur  with  Administrator  Bowles 
completely— a  program  of  $3,  $3.5  billion.  That  would  be  an  abso- 
lute disaster  and  the  worst  way  to  go. 

Mr.  PoRTMAN.  Thank  you,  Mr.  Chairman. 

Chairman  LaFalce.  I  would  underscore  the  last  sentence  or  two 
that  you  just  made.  That  is  basically  where  I  come  to  it,  too.  I 
prefer  not  to  do  any  of  this.  But,  given  the  choice  of  a  $7  to  $9  bil- 
lion program  as  opposed  to  a  $3.1  billion  program,  well,  we  do  what 
has  to  be  done  to  get  to  the  $7  to  $9. 

I  thank  you  very  much,  Mr.  Turner. 

A  vote  is  in  process,  and  the  committee  will  adjourn,  and  we  will 
reconvene  at  2  o'clock  for  a  markup  of  a  number  of  different  bills. 
Thank  you. 

Mr.  Turner.  Thank  you,  Mr.  Chairman. 

[Whereupon,  at  12:03  p.m.,  the  committee  was  adjourned,  subject 
to  the  call  of  the  Chair.] 
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OPENING  STATEMENT  OF 
HONORABLE  JOHN  J.  LaFALCE,  CHAIRMAN 

HEARING  ON  PROPOSALS  TO  AMEND  SECTION  7(a) 
OF  THE  SMALL  BUSINESS  ACT 

JULY  29,  1993 

For  the  past  several  years,  the  demand  for  loan  guarantees 
under  section  7(a)  of  the  Small  Business  Act  has  increased 
annually  in  the  magnitude  of  35  to  40%  per  year,  largely 
coinciding  with  the  credit  crunch  which  is  affecting  the  small 
business  community. 

In  fiscal  years  1992  and  1993,  supplemental  appropriations 
were  needed  to  continue  the  program.   Members  will  recall  that 
the  program  actually  closed  for  10  weeks  this  year  until  such  a 
supplemental  could  be  enacted.   This  reliance  upon  supplemental 
appropriations,  and  the  turning  on  and  off  of  the  small  business 
loan  faucet,  is  not  a  good  way  to  administer  this  program,  or  any 
program.   A  better  solution  must  be  found. 

Under  existing  law,  the  maximum  SBA  exposure  on  a  7(a)  loan 
guarantee  is  $750,000  per  borrower.   SBA  and  the  lender  share  in 
any  loss  in  a  ratio  depending  upon  the  percentage  of  the  loan 
guaranteed  -  -  - 

o  on  small  loans,  those  under  $155,000,  the  maximum 
guarantee  is  90%; 

o   on  larger  loans,  the  maximum  guarantee  is  85%; 

o  except  that  on  any  loan  made  under  the  Preferred  Lenders 
Program  (under  which  SBA  authorizes  the  lender  to  approve 
the  loan  on  SBA's  behalf  and  without  prior  SBA  review)  the 
maximum  guarantee  is  80%. 

Under  the  Credit  Reform  Act  of  1990,  Congress  must 
appropriate  in  advance  amounts  calculated  to  pay  the  ultimate 
cost  of  any  losses  due  to  the  loan  guarantees.   This  calculation 
is  termed  the  "subsidy  rate"  and  is  annually  adjusted  by  the 
lending  Agency,  subject  to  approval  by  the  Office  of  Management 
and  Budget.   Unless  program  changes  are  made,  the  subsidy  rate 
will  be  4.7%  for  1994. 

It  appears  that  Congress  will  appropriate  approximately  the 
amount  requested  by  the  Administration  for  this  program,  $155 
million,  and  that  will  support  loan  guarantees  of  less  than  $4 
billion.   But,  we  have  received  estimates  of  demand  in  excess  of 
$7  billion,  an  amount  slightly  above  this  year's  appropriated 
level  of  $6.8  billion. 
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The  President's  budget  request  proposes  program  changes 
which  would  reduce  the  subsidy  rate  to  2.13%.   This  would  provide 
$7.3  billion  in  loan  guarantees.   The  President's  proposal  would 
reduce  the  subsidy  by  making  four  changes: 

(1)  reduce  the  guarantee  on  non-real  estate  loans; 

(2)  reduce  the  preferred  lenders  guarantee; 

(3)  reduce  the  guarantee  on  large  and  small  real  estate 
loans;  and 

(4)  impose  a  secondary  market  fee  of  1/2  of  1%  annually  on 
new  sales. 

I  believe  these  changes  are  too  onerous  and  will  adversely 
impact  on  small  business  borrowers. 

Let  me  note  for  the  record  that  I  do  not  advocate  any  of  the 
proposed  changes,  including  my  own  proposal,  except  insofar  as 
they  are  necessary  to  enlarge  the  program  size.   Nor  do  I  think 
the  President  advocates  them,  except  for  this  same  reason.   But, 
I  do  not  believe  we  can  secure  a  substantial  increase  in  the 
appropriation,  and  we  must  somehow  stretch  our  budget. 

I  believe  we  can  make  savings  of  the  magnitude  the 
Administration  proposes,  but  in  a  slightly  different  manner.   My 
proposal  has  four  points . 

First,  the  Government  and  the  lender  would  share  premiums  on 
secondary  market  sales.   The  Small  Business  Administration  would 
receive  one-half  of  all  premiums  above  110  on  7(a)  loan 
guarantees  sold  in  the  secondary  market.   This  would  be  a  new 
fee. 

Second,  I  would  authorize  a  reduction  in  the  preferred 
lenders  guarantee.   The  guarantee  on  7(a)  loans  made  under  the 
preferred  lenders  program  could  be  reduced  to  70%  (now  80%) . 

Third,  I  would  authorize  a  reduction  in  the  guarantee  on 
large  real  estate  loans.   The  guarantee  on  real  estate  loans  over 
$155,000  with  terms  over  10  years  could  be  reduced  to  75%  (now 
85%  on  amounts  over  that  amount  unless  the  loan  is  made  through 
the  preferred  lenders  program  which  now  has  a  maximum  guarantee 
of  80%)  . 

And  fourth,  I  would  authorize  the  imposition  of  a  secondary 
market  fee  of  2/5  of  1%  annually.   The  Small  Business 
Administration  would  receive  an  annual  fee  of  2/5  of  1%  of  the 
outstanding  principal  amount  of  all  7(a)  loans  sold  in  the 
secondary  market .   This  would  be  a  new  fee  and  would  apply  to 
future  sales  only. 
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My  proposal  would  provide  a  program  level  of  $7.0  billion  in 
loan  guarantees. 

Senator  Bumpers  also  has  an  alternative  proposal.   His  would 

(1)  impose  a  loan  fee  of  1/4  of  1%  annually  on  all  loans; 

(2)  reduce  the  preferred  lenders  guarantee  to  75%; 

(3)  share  premium  on  secondary  market  sales;  and 

(4)  reduce  the  guarantee  on  large  real  estate  loans. 

His  points  (3)  and  (4)  are  the  same  as  my  proposal.   The 
Senator's  proposal  would  provide  $7.4  billion  in  loan  guarantees. 

This  morning  we  are  pleased  to  receive  testimony  from  the 
Honorable  Erskine  Bowles,  Administrator  of  the  Small  Business 
Administration  and  from  Richard  Turner,  the  Chairman  of  the 
National  Association  of  Government  Guaranteed  Lenders.   Before 
recognizing  Mr.  Bowles,  do  other  Members  have  statements? 
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Opening  Statement 

U.S.  Rep.  Jan  Meyers  (R-KS) 

House  Committee  on  Small  Business 

Structural  Changes  to  SBA's  7(a)  Loan  Program 

July  29,  1993 


Mr.  Chairman,  our  dance  card  is  very  full  today,  as  I'm 
sure  Mr.  Bowles'  card  is,  so  I  will  be  as  brief  as  possible. 

We  are  here  to  talk  about  structural  changes  to  the 
Small  Business  Administration's  7(a)  general  business 
guaranteed  loan  program.   As  the  Chairman  noted,  these 
changes  are  necessary  if  we  are  to  meet  the  current 
demand  for  the  guarantees  with  the  level  of  funds  the 
House  and  Senate  are  likely  to  appropriate  for  fiscal  year 
1994. 

Some  of  the  proposals  aren't  new.   Both  the  Reagan 
and  Bush  Administrations  sought  similar  adjustments  to 
promote  deficit  reduction  while  maintaining  a  viable 
program  level  to  help  small  businesses  secure  long-term 
loans.   There  were  many  reasons  —  both  policy 
considerations  and  political  differences  ~  why  Congress 
rejected  the  proposals. 

Perhaps  the  greatest  concern,  however,  was  whether 
lenders,  faced  with  lower  guarantee  levels,  and  increased 
fees  of  some  kind  or  another,  would  continue  to  use  the 
program  and  make  loans  to  small  firms. 

Admittedly,  there  is  a  risk  that  lenders  will  drop  out  of 
the  program,  and  I'm  sure  we  will  all  hear  threats  to  that 
effect.   Yet  one  thought  holds  true  ~  we  won't  know  until 
we  try  it. 
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I  think  it's  an  acceptable  risk,  and  I'm  personally 
willing  to  take  it  with  two  observations  in  mind.   First, 
deficit  reduction  is  vital  to  the  economic  well-being  of  our 
nation.   If  we  can  make  more  loans  for  less  money,  while 
still  protecting  the  taxpayers  against  losses,  I  think  we 
should  make  the  attempt. 

Second,  my  reaction  to  the  changes  might  have  been 
different  if  lenders'  small  business  loan  activities  had  been 
different.   If  lenders  had  been  aggressively  making  loans  to 
small  enterprises  without  the  guarantee  and  had  been 
reserving  the  guarantee  program  for  the  riskier  loans,  then 
maybe  I'd  be  working  from  a  different  perspective. 

All  of  this  is  not  to  say  I  don't  have  reservations  about 
the  adjustments.   I  have  problems  with  a  process  that 
forces  us  to  make  program  changes  at  break-neck  speeds 
simply  because  the  appropriators  needed  some  savings  and, 
well,  the  7(a)  program  was  there  for  the  picking. 

The  better  and  saner  approach  would  be  to  first  assess 
how  these  changes  would  affect  the  small  business 
community  and  then  weigh  our  options. 

Along  the  same  lines,  I'm  also  a  bit  suspicious  when 
the  same  folks  who  dismissed  the  Reagan  and  Bush 
proposals  out  of  hand  now  suddenly  find  religion  and  avow 
the  virtues  of  similar  recommendations.   I  don't  want  to 
politicize  the  hearing,  but  I  really  have  to  wonder  --  what's 
changed?   Is  the  climate  that  much  different  now  than  it 
was  in  early  1992  when  all  the  major  lending  groups  so 
vehemently  opposed  such  proposals  before  our  Committee? 

Well,  as  I've  said,  I'm  willing  to  take  a  risk  and  let  the 
proposals  move  forward,  and  I'm  especially  interested  in 
hearing  Mr.  Bowles'  predictions  for  their  success.  As  a 
former  investment  banker,  I'm  sure  he'll  bring  a  level  of 
expertise  that  will  benefit  us  all  and  perhaps  put  some  of 
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our  concerns  to  rest. 

Again,  thank  you  Mr.  Chairman. 


JM/ts 


40 


STATEMENT  FOR 

CONGRESSMAN  FLOYD  H.  FLAKE 

BEFORE  THE  COMMITTEE  ON  SMALL  BUSINESS 

JULY  29,  1993 
GOOD  MORNING  MR.  CHAIRMAN  AND  MEMBERS  OF  THE  COMMITTEE  ON 

SMALL  BUSINESS.   I  WELCOME  OUR  WITNESSES  MR.  BOWLES,  ADMINISTRATOR 

OF  THE  SMALL  BUSINESS  ADMINISTRATION  (SBA) ;  CHARLES  HERTZBERG, 

ASSISTANT  ADMINISTRATOR  FOR  FINANCIAL  ASSISTANCE;  AND  LAWRENCE 

ROSENBAUM,  COMPTROLLER. 

MR.  CHAIRMAN,  TODAY  WE  CONVENE  TO  DISCUSS  THE  7(a)  LOAN 
GUARANTEE  PROGRAM  WHICH  IS  ADMINISTERED  BY  THE  SMALL  BUSINESSES 
ADMINISTRATION.  WE  ARE  ALL  WELL  AWARE  OF  THE  SUCCESS  OF  THIS 
PROGRAM  AND  THE  NEED  TO  KEEP  IT  FULLY  FUNDED.  HOWEVER,  WE  ARE  ALSO 
QUITE  COGNIZANT  OF  THE  NEED  TO  REDUCE  THE  DEFICIT  AND  CONTROL 
SPENDING. 

THEREFORE,  AS  WE  MUST  WORK  TO  ACHIEVE  BUDGETARY  SAVINGS  WHILE 
FULLY  FUNDING  THE  7 (a)  PROGRAM,  WE  MUST  SEEK  THE  MOST  APPROPRIATE 
AVENUE  TO  RECOVER  SUCH  SAVINGS.  IN  ORDER  TO  ACHIEVE  THIS  GOAL,  THE 
ADMINISTRATION,  CHAIRMAN  LaFALCE  AND  SENATOR  BUMPERS  HAVE  PROPOSED 
INITIATIVES  FOR  REDUCING  THE  SUBSIDY  RATE,  THEREBY  PROVIDING  FOR 
THE  GREAT  DEMAND  OF  THE  PROGRAM  WITHIN  OUR  FISCAL  RESTRAINTS. 

TOWARD  THAT  END,  I  LOOK  FORWARD  TO  MR.  BOWLES'  TESTIMONY  AND 
HIS  PERSPECTIVE  ON  THE  PRACTICAL  DIFFERENCES  BETWEEN  THE  THREE 
AFOREMENTIONED  PROPOSALS.  IT  IS  CLEAR  THAT  WE  MUST  SEEK  SAVINGS 
IN  AN  EQUITABLE  MANNER  WITHOUT  DETERRING  LENDERS  OR  THE  SECONDARY 
MARKET  WHO  WILL  BE  REQUIRED  TO  ASSUME  A  GREATER  SHARE  OF  THE  RISK 
IN  MAKING  AND  PURCHASING  LOANS.  AGAIN,  I  THANK  OUR  WITNESSES  AND 
LOOK  FORWARD  TO  THE  TESTIMONY  THAT  THEY  WILL  PRESENT  THIS  MORNING. 
bsta28 
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STATEMENT  OF 

ER8KINE  B.  BOWLES 

ADMINISTRATOR 

U.S.  SMALL  BUSINESS  ADMINISTRATION 

BEFORE  THE 

COMMITTEE  ON  SMALL  BUSINESS 

U.S.  HOUSE  OF  REPRESENTATIVES 

JULY  29,  1993 


Mr.  Chairman  and  members  of  the  Committee,  it  is  a  pleasure 
to  be  here  today  to  discuss  a  very  important  issue  —  how  to  find 
the  budgetary  savings  necessary  to  keep  SBA's  very  successful 
7(a)  Guaranteed  Loan  Program  fully  funded.    Accompanying  me  are 
Charles  Hertzberg,  Assistant  Administrator  for  Financial 
Assistance  and  Lawrence  Rosenbaum,  Comptroller. 

I  am  pleased  that  you  have  invited  me  to  participate  in  a 
discussion  of  the  7(a)  loan  program  and  join  with  you  in  a 
serious  effort  to  find  ways  of  maintaining  a  program  level  that 
will  most  likely  exceed  our  original  FY  1994  estimate  of  $6.6 
billion.   I  am  also  pleased  to  be  able  to  work  with  you  to  lower 
the  subsidy  rate  so  we  can  stretch  our  dollars  further. 

Fiscal  Year  1993  Funding 
Before  proceeding,  I  want  to  thank  this  Committee  for  its 
assistance  in  providing  our  Agency  with  much  needed  funding  for 
the  General  Business  Loan  Guarantee  Program.   Within  one  week  of 
receiving  the  supplemental  funding,  SBA  had  provided  over  $1 
billion  in  new  capital  to  the  small  business  community. 
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with  the  backlog  of  loans  cleaned  out,  we  are  back  in 
business  providing  access  to  capital  for  our  small  business 
customers.   I  do  not  anticipate  any  further  interruptions  in 
General  Business  Loan  Guarantee  funding  for  the  remainder  of  this 
fiscal  year. 

Credit  Programs  Budget  Request 
For  FY  1994,  we  requested  a  credit  subsidy  of  $154.8  million 
to  support  $6.6  billion  in  guarantee  authority  for  the  General 
Business  Loan  program.   Without  addressing  the  Administration's 
savings  initiatives  the  House  approved  an  appropriation  for  next 
year  for  SBA  that  would  provide  no  more  than  $3.7  billion.   The 
Senate  Appropriations  committee  provided  $3.1  billion  for  this 
program  next  year. 

The  proposed  policy  initiatives  will  provide  the  funding 

necessary  to  both  meet  anticipated  demand  and  reduce  subsidy 

costs  in  the  7(a)  Program,  thus  doing  our  part  to  help  reduce  the 
massive  federal  deficit. 

The  first  savings  initiative  would  reduce  the  federal 
guarantee  on  loans  from  an  average  of  81  percent  to  an  average  of 
75  percent.   This  means  that  lenders  participating  in  the  General 
Business  Guarantee  loan  program  will  be  required  to  assume  a 
greater  share  of  the  risk  in  making  loans  to  small  businesses. 
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Requiring  lenders  to  assume  a  greater  share  of  the  risk  will 
increase  their  scrutiny  of  potential  borrowers,  thereby  reducing 
the  default  rate  and  increasing  the  recovery  rate  on  repurchased 
loans.   This  initiative  will  save  the  taxpayers  about  $102 
million  in  1994. 

The  second  savings  initiative  involves  the  secondary  market. 
Approximately  half  of  all  7(a)  Guarantee  loans  are  sold  in  the 
secondary  market.   Use  of  the  secondary  market  provides  lenders 
with  an  additional  profit  opportunity.   We  are  proposing  an 
ongoing  fee  of  one-half  percent  per  year  on  the  unpaid  guaranteed 
principal  balance  on  all  secondary  market  sales,  to  be  collected 
by  our  fiscal  and  transfer  agent.   This  initiative  will  save  the 
taxpayers  about  $67  million  in  1994. 

Although  the  House  Appropriations  Committee  has  provided 
sufficient  subsidy  authority  to  accomplish  the  objectives  of  the 
Administration's  budget  request,  they  felt  that  it  was  more 
appropriate  for  the  Small  Business  Committees  to  address  the 
specific  savings  initiatives  which  we  have  proposed. 

If  the  administration's  initiatives  or  savings  initiatives 
that  the  Congress  and  the  Administration  agree  upon  are  enacted, 
SBA  will  be  able  to  provide  approximately  26,000  general  business 
loans  to  small  companies,  which  currently  employ  an  estimated 
416,000  workers.   Adjusting  for  business  failures,  it  is 
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estimated  that  approximately  318,000  jobs  will  be  maintained  by 
the  use  of  these  funds  in  our  General  Business  Guarantee  loan 
program.   In  addition,  employment  is  predicted  to  grow  by  101 
percent  between  1994  and  1998  if  these  initiatives  are  enacted, 
equaling  approximately  321,000  new  jobs. 

Therefore,  the  $6.6  billion  in  general  business  financial 
assistance  provided  to  small  businesses  in  FY  1994  will  create 
and  maintain  more  than  600,000  jobs  during  the  next  four  years. 
However,  since  the  time  that  we  have  submitted  our  budget 
request,  more  recent  data  has  indicated  that  demand  for  this 
program  will  most  likely  exceed  $6.6  billion. 

The  General  Business  program  provides  almost  90  percent  of 
our  total  business  lending.   Our  two  saving  initiatives  for  the 
General  Business  Guarantee  loan  program  combined  will  save  the 
taxpayers  approximately  $169  million  in  FY  1994  and  $724  million 
in  subsidy  budget  authority  over  the  next  four  years. 

Disaster  Lending 
Before  closing,  Mr.  Chairman,  I  would  like  to  make  several 
comments  about  the  SBA's  disaster  program.   As  you  know,  this 
program  has  provided  a  valuable  service  through  the  years  and 
we're  proud  of  it. 
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We  are  now  faced  with  assisting  the  flood  victims  in  the 
Midwest  through  our  Disaster  Loan  Programs.   The  Administration 
has  proposed  legislation  that,  if  approved,  would  provide  $60 
million  in  subsidy  budget  authority,  or  $291.5  million  in 
additional  program  level,  to  remain  available  until  expended. 
The  legislation  also  provides  an  additional  $10  million  for 
associated  administrative  expenses. 

With  the  devastating  flood  in  the  Midwest  and  the  necessity 
to  provide  massive  assistance  to  those  victims  in  the  areas 
affected,  the  Administration  has  decided  to  withdraw  its  proposed 
savings  initiative  for  this  program.   Additionally,  the 
Administration  recognized  the  planning  difficulty  of  a  program  of 
this  nature. 

Therefore,  in  an  effort  to  assure  the  uninterrupted 
assistance  to  victims  of  future  disasters,  the  Administration  is 
proposing  the  following. 

Provided  that  the  Congress  appropriates  on  an  annual  basis 
sufficient  subsidy  authority  to  finance  the  ten  year  average 
program  level;  the  Administration  will  agree  to  maintain  a  $150 
million  contingency  reserve. 
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It  is  further  proposed  that  the  contingency  reserve  be 
replenished  to  its  existing  level  in  the  event  that  funds 
are  drawn  dovm.   Subsidy  authority  to  replenish  the  reserve  will 
be  provided  under  the  emergency  provision  of  the  Budget 
Enforcement  Act. 

Mr.  Chairman,  this  concludes  my  prepared  remarks. 
I  will  be  pleased  to  answer  any  questions  you  may  have. 
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Mr.  Chairman  and  other  members  of  the  Committee,  my  name  is 
Richard  Turner.  I  am  Chairman  of  the  Board  of  Directors  of  the  National 
Association  of  Government  Guaranteed  Lenders.  Inc.,  commonly  known  as 
NAGGL.  NAGGL  represents  those  members  of  the  lending  community  who 
axe  active  participants  in  the  Small  Business  Administration's  7(a)  loan 
program.  NAGGL's  membership  accounts  for  approximately  75%  of  all  the 
SBA  7(a)  loans  that  are  approved  annually. 

I  have  been  involved  with  the  SBA  for  over  20  years,  both  as  an 
employee,  and  for  the  past  12  years  as  Senior  Vice  President  of  the  South 
Shore  Bank  of  Chicago,  a  long-time  SBA  lender.  For  the  last  three  years.  I 
have  spent  much  of  my  time  starting  and  running  a  small  business  lending 
program  in  the  Republic  of  Poland.  This  effort  was  started  from  scratch  and 
modelled  after  the  SBA  7(a)  program. 

I  appreciate  the  opporttmity  to  come  before  the  Committee  and 
discuss  the  SBA  loan  programs  and  the  pending  authorization  bill.  NAGGL  is 
disappointed  that  the  Administration  has  taken,  what  we  believe  to  be.  a 
contradictory  position  that  will  only  serve  to  heighten  the  effects  of  the 
credit  crunch  on  the  small  business  sector.  The  Administration  hats  on 
many  occasions  said  that  solving  the  small  business  credit  crunch  would  be  a 
top  priority.  Unfortunately,  this  commitment  has  not  been  evident  in  the 
proposals  for  the  7(a)  loan  program.  This  program  (and  the  504  loan 
program)  has  been  increasing  the  flow  of  capital  to  small  business  while 
other  conventional  sources  have  been  declining.    Rather  than  supporting 
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this  much-needed  program,  the  Administration  has  chosen  to  make  changes 
in  the  program  that  will  not  only  raise  the  cost,  but  limit  the  availability  of 
capital  to  many  small  businesses. 

1  believe  the  credit  crunch  is  real,  and  has  hit  especially  hard  the 
small  business  sector  because  these  businesses  rely  largely  on  commercial 
banks  for  financing.  In  the  current  regulatory  environment  in  which  banks 
lend,  banks  find  it  difficult  to  serve  the  credit  needs  of  small  businesses, 
many  of  whom  deserve  financing.  Many  of  the  loans  made  in  the  1980's 
could  not  be  made  in  today's  over-regulated  banking  environment.  The 
credit  crunch  hits  particularly  hard  minority  borrowers  and  those  borrowers 
seeking  small  loans. 

The  good  news  for  the  small  business  sector  has  been  the  availability  of 
credit  through  the  SBA's  loan  programs.  Lenders  and  small  business 
borrowers  are  turning  to  the  SBA  in  increasing  numbers,  as  the  SBA's  7(a) 
and  504  loan  programs  are  virtually  the  only  sources  of  long-term  financing 
for  small  business.  Loan  volume  in  the  7(a)  program  has  increased  88%  over 
the  last  three  years,  and  we  anticipate  another  23%  growth  this  year.  This 
program  is  putting  thoussuids  of  people  to  work  at  one  of  the  lowest  taxpayer 
costs-per-Job  in  the  federal  government  (approximately  $576  per  job).  And 
the  governm.ent  is  reaping  tax  benefits  many  times  over  its  original 
investments  in  these  loans  (i.e.  the  government  is  making  a  substantial 
profit).  Those  kinds  of  numbers  reflect  a  program  that  is  addressing  both 
the  credit  crunch  and  the  budget  deficit. 
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NAGGL  realizes  that  we  have  a  massive  budget  deficit  that  must  be 
addressed.  And  we  are  willing  to  do  our  fair  share.  But  this  program  is 
being  asked  to  cut  its  appropriation  dollars  by  some  60%,  far  more  than  the 
5%  average  cuts  being  taken  by  other  programs,  The  SBA  7(a)  loan  program 
should  not  bear  a  disproportionate  burden  in  balancing  the  federal  deficit.  If 
the  Administration  is  truly  trying  to  stimulate  the  economy  —  spur 
investment,  enhance  community  development,  and  create  new  jobs  —  then 
we  need  more,  not  less,  small  business  development  and  growth  to  achieve 
those  objectives.  The  Administrations'  lack  of  funding  support  for  this 
program  indicates  that  solving  the  credit  crunch  was  not  as  high  a  priority 
as  they  have  stated  publicly,  and  indicates  that  the  Administration  does  not 
recognize  the  catalytic  effect  that  these  small  businesses  have  on  the 
economy.  The  depth  of  the  pending  program  cuts  on  this  key  source  of 
capital  for  credit-starved  small  businesses  flies  in  the  face  of  the  President's 
efforts  to  end  the  credit  crunch. 

Mr.  Chairman.  NAGGL  appreciates  the  dilemma  that  this  Committee 
and  the  Senate  Small  Business  Committee  now  faces  regarding  the  best  way 
to  utilize  limited  resources.  NAGGL  has  actively  participated  in  subsidy 
reduction  eiforts  with  the  staffs  of  both  Committees,  and  we  again  state  our 
willingness  to  do  our  part  towards  deficit  reduction.  Unfortunately,  the  low 
appropriation  level  has  caused  the  two  Committees  to  look  at  target  subsidy 
rates  that  are  much  lower  than  we  would  have  hoped.  Reducing  the  subsidy 
rate  as  low  as  is  being  proposed  could  shut  off  the  program  to  the  very 
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people  who  need  it  the  most,  and  will,  in  my  opinion,  increase  the  cost  of 
the  transaction  to  the  borrower. 

But  if  the  subsidy  rate  must  be  cut.  NAGGL  asks  that  the  reductions  be 
fair  and  equitable  to  all  parties  involved.  I  believe  that  your  proposal  Mr. 
Chairman,  and  Senator  Bumpers'  proposal  genuinely  tries  to  make  the  best 
out  of  a  bad  choice.  The  main  difference  between  the  two  proposals  are  how 
far  to  cut  the  PLP  guaranty  percentage  and  on  whom  to  levy  an  on-going  fee. 

First.  NAGGL  prefers  the  PLP  guaranty  percentage  be  reduced  only  to 
the  75%  level.  At  the  lower  guaranty  percentage,  many  lenders  would  not 
use  their  PLP  authority  on  non-real  estate  loans,  but  woiild  rather  submit  the 
loans  through  regular  procedures,  in  search  of  the  higher  guaranty 
percentage.  'Hie  results  would  be  that  these  loans  would  use  more  guaranty 
authority  tbaT'  otherwise,  provide  a  lower  level  of  service  to  the  borrowers, 
and  compotmd  the  staff  shortages  in  many  of  the  SBA  offices.  We  need  to 
keep  in  mind  that  the  PLP  portfolio  is  outperforming  other  segments  of  the 
portfolio,  and  this  program  provides  an  excellent  way  to  leverage  SBA's 

limited  resovirces. 

I 

Secondly.  NAGGL  prefers  that  any  on-going  fees  be  assessed  on  all 
participants.  The  main  benefit  of  the  SBA  program  is  the  government 
guaranty,  and  all  participants  share  in  that  benefit.  Unfortunately,  there  is  a 
time  consideration  that  must  also  be  addressed.  The  two  Committees  have 
established  a  target  effective  date  of  September  1,   1993  for  the  subsidy 
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reduction  changes  to  be  implemented.  It  is  uncertain  whether  SBA  can 
design  a  system  for  collecting  a  .25%  on-going  fee  on  the  balance  of  all  loans 
by  the  September  Ist  date.  It  is  important  that  the  September  1  target  date 
be  met  since  the  Office  of  Management  and  Budget  has  agreed  to  re-score 
any  remaining  FY"  '93  appropriation  dollars  at  the  new,  lower  subsidy  rate. 
This  means  that  approximately  $1  billion  more  in  loan  funds  would  be 
available  for  FY  '94,  or  a  total  of  about  $8  billion  (NAGGL  has  estimated  FY  '94 
demand  at  $8  billion).  If  the  September  1st  date  is  missed,  chances  are  that 
only  $7  billion  will  be  availa^ble  next  year  and  that  may  be  insiifficient  to  meet 
the  credit  demands  of  small  businesses. 

In  a  meeting  with  lenders  in  Los  Angeles  on  July  28.  1993.  SBA 
Administrator  Erskine  Bowles  and  his  staff  indicated  they  preferred  the 
across  the  board  fee  (versus  the  secondary  market  fee),  but  indicated  some 
concern  as  to  whether  the  changes  could  be  implemented  by  September 
1st.  The  re-scoring  of  the  remaining  FY  '93  money  is  an  opportunity  too 
important  to  miss.  It  provides  needed  loan  funds  for  next  year,  and  should 
help  the  baseline  program  level  for  the  FY  '95  budget  request.  Accordingly, 
if  the  SBA  does  not  believe  they  can  implement  the  collection  system  by 
September  1st,  I  would  suggest  that  an  alternative  fee  of  3/8  %  be  charged 
on  the  declining  balance  of  loans  sold  into  the  secondary  market.  While  this 
fee  disproportionately  impacts  the  smaller  institutions  and  those  lenders 
who  have  been  actively  serving  the  credit  needs  of  small  business  through 
the  credit  crunch,  we  must  take  advantage  of  the  re-scoring  opportunity. 
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In  my  opinion,  the  SBA  loan  programs  are  well  managed.  These 
programs  level  out  the  playing  field  for  smaller  companies  by  providing 
them  the  same  access  to  affordable,  long-term  credit  enjoyed  by  larger 
corporations.  This  is  done  at  a  minimum  of  federal  cost  and  at  a  minimum 
of  interference  in  the  free  market  system.  It  is  unfortunate  that  the 
Administration  does  not  fully  recognize  the  importance  of  this  program  for 
its  economic  stimulation  and  job  creation  benefits. 

On  a  final  note.  I  would  like  to  remind  the  Committee  of  Exhibit  1-8  to 
last  years'  Price  Waterhouse  study  on  the  SBA  7(a)  loan  program.  Please 
note  that  to  the  one  year  of  1989,  the  sample  group  paid  tax  payments  of 
$356,914,000.  The  total  multi-year  cost  of  the  1985  program  was  only 
$270,841,000.  In  one  year,  the  borrowers  had  paid  enough  tax  payments  to 
cover  the  full  cost  of  the  program  plus  provide  a  32%  return  on  tovestment. 
Clearly,  if  we  do  not  pro-vide  the  needed  capital  to  these  entrepreneurial 
small  busmesses.  these  tax  revenues  could  decUne.  That  means  the  so- 
called  "outlay  savings"  will  actually  increase  the  federal  deficit. 

NAGGL  commends  the  Committee  for  its  past  support  of  the  SBA  and 
its  loan  programs,  and  we  urge  tocreased  support  now  as  the  small  bustoess 
sector  plays  a  most  important  role  in  these  economic  times.  On  behalf  of 
the  Directors  and  all  the  members  of  NAGGL,  I  tjiank  you  for  this 
opportunity  to  come  before  this  Committee.  Mr.  Chairman,  NAGGL  pledges 
its  active  cooperation  in  working  with  you  and  the  Committee  on  small 
business  financtog  issues. 
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3.     How  successful  are  former  7(a)  loan  recipients? 
(Continued) 

Kxiiibit  1-8 
Ramoiiiic  Activity  or  1985  SBA  Ivoaii  Recipients 


AdlvHy 

1985  Dollars          j 

EiUmaled  1989  Total  Sales  Revenues' 

$7,156,453,000            1 

EsUniated  1989  Combined  Payroll  and  Profits* 

$2,117,078,000           j 

Estimated  1989  Tax  I*ayments' 

$356,914,000           1 

Total  Multi-Year  Cost  of  198S  Prosram  with  1  Percent  Fee 

$290,768,000 

Total  Multi-Year  Cost  of  1985  Program  with  2  Percent  Fee 

$270,841,000 

Exhibit  1-8  summarizes  (lie  results  of  our  analysis  of  three  indicators  of  the  cconoiuic 
activity  of  SBA  loan  recipients.   Estimates  of  economic  activity  were  made  for  a 
single  year  only,  1989;  are  stated  in  1985  dollars;  and  are  reduced  to  reflect  the  fact 
thnt  other  sources  of  Hnancing  were  used  by  and  available  to  1985  loan  recipients'. 
For  example,  the  total  estimated  1989  sales  revenues  of  1985  SBA  loan  recipients, 
reduced  to  consider  other  Tinancing,  was  $7,156,453,000  in  1985  dollars. 

The  above  estimated  levels  of  economic  activity  aooci  be  attributed  directly  to  Uie 
7(a)  program  because,  among  other  reasons,  we  cannot  assess  how  well  tliese  Hrms 
would  have  done  if  they  had  not  received  the  loan.   Nonetheless,  these  results  do 
confirm  that  SBA  loan  recipients  beneHited  from  the  |>rogram  and  provide  an 
indication  of  the  direct  and  indirect  benefits  in  terms  of  revenues,  payroll  and  profits, 
and  taxes  paid  by  loan  recipients. 

Exhibit  1-8  also  presents  the  estimated  net  cost  of  operating  the  1985  program,  taking 
into  account  the  costs  incurred  in  1985  and  later  for  making  and  servicing  1985  loans, 
purchasing  1985  delinquent  loans,  and  liquidating  purchased  1985  loans.  1his 
estimate  is  intended  to  identify  tlie  total  multi-year  cost  of  operating  the  progrant  tor 
one  year  of  loan  approvals  and  is  not  intended  to  serve  as  an  evaluation  of  the 
financial  operations  of  the  program.  A  fee  of  one  percent  of  tlie  guaranteed  amouiii 
was  imposed  on  borrowers  in  1985.  Tlie  cuncnt  fee  is  2  percent. 


'All  wlimue*  we  reJuced  ut  uke  iiiU)  ccmtiJeniion  the  fucU  tli»t  Uie  \9tS  l<>an  w».<i  ■  iKirtum  of  ilu:  fuins' 
1985  ca|iiul  huat,  aiid  ihal  ■oine  fliiiu  Uiuui;lii  Ibey  cciuld  have  ubiiuae<l  finutciiis  uu  Uie  wnie  teiiiu  elao^lmt 
Sec  Chapter  IV,  Section  I  Mil  A|«|>ciulik  N. 
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Pennsylvania 

National  ^:5i 

Bankllf 


1002  NORTH  SEVENTH  STREET 

P.O  BOX  MM 

MARRISBURG.  PENNSVLVANIA  I^IO^-SSM 

(7)7)232  1971 


July   27,    1993 


NAGGL 

The  National  Association  of 

Government  Guaranteed  Lenders,  Inc. 

RE:  Legislative  Alert  of  July  23,  1993  (comments) 
Gentlemen: 

I  would  suggest  we  consider  supporting  the  dropping  of  the 
refinancing  section  of  the  7A  program.  This  represents  businesses 
already  up  and  running,  who  can  probably  survive  without  the 
refinancing  in  most  cases. 

Aa  with  all  of  the  proposals,  I  see  our  bank  taking  these  steps: 

(1)  Less  willing  to  negotiate  rates  with  borrowers. 

(2)  Less  interested  in  real  estate  deals. 

(3)  Requiring  more  dollars  down  by  borrowers. 

(4)  Doing  fewer  SBA  loans,  less  will  qualify. 


Paul  lackey 
Vice  President 
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July  16,  1993 


Mr.  Tcmy  WiUdnson,  Piesideu 
National  Association  of  Government 

Guaranteed  Igiders,  Inc. 
P.O.  Box  332 
Stillwater.  OK  74076 

Dear  Tony: 

While  it  continues  to  *bk>w  my  mind'  that  our  political  leaders  are  not  talking  about 
expanding  the  SBA's  7(a)  guaranty  program  as  a  means  of  generating  new  jobs  and 
increased  government  revenue,  we  are  happy  to  herewith  enclose  a  letter  ^m  our 
company's  chief  financial  officer  reviewing  the  negative  impact  which  the  current 
proposals  would  have  on  our  company. 

But,  first,  let  me  try  one  more  time  to  influence  the  thinldng  of  our  political  leaders  by 
citing  some  of  the  many  reasons  why  the  SBA  7(a)  loan  guaranty  program  should  be 
expanded  not  curtailed. 

•  The  7(a)  program  creates  and  preserves  private  sector  jobs  at  no  net  cost  to  the 
taxpayer. 

•  The  7(a)  program  creates  additional  revenue  at  everv  level  of  government.  At 
the  federal  level,  the  program  provides  an  estimated  cumulative  return  on  the 
government's  investment  of  264%. 

•  The  7(a)  program  leverages  private  sector  loan  funds  by  over  20  to  1.  In 
government  terms,  a  modest  $364  million  appropriation  generates  small  business 
loans  of  $7.4  billion  at  a  4.92%  subsidy  rate.  This  is  a  classic  and  highly 
successful  example  of  public  private  cooperation  for  the  common  good. 

•  Every  SBA  loan  under  the  7(a)  program  creates  new  dollars  invested  in  building 
our  nation's  private  sector.  If  Congress  does  anything  to  minimize  the 
effectiveness  of  this  program,  the  only  sector  of  our  economy  which  has  been 
producing  net  new  job  growth  will  be  severely  damaged. 


,      ■,.;..-s;.i  ,  ri,2l0 
'iJLKSICOl      FAX(3161  263-1771 
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Mr.  Tony  Wilkuuoo 
My  16.  1993 
Page  Two 


•  The  7(a)  loan  prognm  losses  have  been  incredibly  low.  Even  while 
compounding  interest  to  date  of  charge  off  (rather  than  placing  on  non-accnial 
when  the  loan  becomes  a  problem)  SBA's  net  charge  off  in  fiscal  1991,  as  a 
percent  of  total  loans,  was  only  2.2%.  Recently,  SBA's  annual  chaise  off 
percentage  has  ranged  from  a  high  of  3.8%  in  fiscal  1987  to  a  low  of  2.0%  in 
fiscal  198S.  Again,  if  one  removed  the  accrued  interest  from  this  charge  off 
figure  the  actual  loss  would  have  been  substantially  lower. 

•  The  7(a)  loan  program  r^resents  the  'biggest  bang  for  the  buck*  in  our 
government  and,  in  the  interest  of  economic  stimulation  and  job  creation. 
Congress  should  be  encouraging  its  growth  and  expanded  utilization,  not 
reducing  its  effectiveness. 

I  am  convinced  a  very  effective  grass  roots  campaign  by  the  massive  ^mati  business 
community,  including  the  millions  of  individuals  whose  private  jobs  may  be  in  jeopardy, 
economic  development  specialists,  chambers  of  commerce  offidals,  trade  and 
professional  associations,  local  and  state  governmental  leaders,  banken  and  other  SBA 
lenders  could  be  mounted  to  convince  Congress  of  the  wisdom  of  appropriating  at  least 
$364  million  or  a  mere  $209  million  more  than  Ae  administratioa  proposed,  to  keep  this 
program  a  positive  influence  in  our  nation's  economy. 

As  promised,  I  have  enclosed  a  ct^  of  a  letter  from  Kevin  Mast,  Executive  Vice 
Pre^dent  and  Chief  Financial  OfGcer  of  our  company,  which  will  explain  the  negative 
impact  upoi  our  company  and  the  small  business  community  which  we  serve,  if  the 
various  fiscal  1994  7(a)  loan  program  changes  under  consideration  become  opeiationaL 
Compounded  thrtwgh  out  the  country,  these  proposals,  if  implemented,  would  have  a 
devastating  affect  on  private  sector  emj^oyment  within  our  country. 

Please,  in  your  testimony  in  before  Senator  Bumper's  committee,  convince  them  to 
utilize  SBA's  7(a)  guarmty  program  as  a  prime  catalyst  to  h^  lead  our  nation's 
economic  recovery. 

Sincerely, 


Deryl  K.  Schuster 
President 
Central  Division 

DKS:lw 
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July  16,  1993 

Mr.  Tony  Wilkinson,  President 

The  National  Association  of  Government 

Guaranteed  Lenders,  Inc. 

P.O.  Box  332 

Stillwater,  OK  74076 

Dear  Tony: 

As  you  requested,  we  have  estimated  the  impact  that  the  Fiscal  '94 
SBA  subsidy  reduction  options  as  proposed  by  U.S.  Senator  Dale 
Bumpers  would  have  on  our  company. 

1/1^  ftnniMtl  y  on  Ouf  tandina  Ou«r»nt«ad  Portion; 

This  would  have  reduced  our  servicing  revenue  by  2S%  for  the  year 
ended  December  31,1992  and  for  the  six  months  ended  June  30,1993. 
Some  lending  institutions  will  decide  not  to  participate  in  the  SBA 
7(a)  program  as  a  result  of  this  fee,  thus  further  hurting  small 
businesses  ability  to  be  created,  to  expand,  or  to  survive. 
The  government  tax  revenues  will  be  reduced  due  to  the  reduced 
revenues  of  the  lenders,  and  will  be  further  reduced  due  to  the 
reduced  revenues  of  the  small  businesses  who  are  unable  to  obtain 
financing,  and  Government  expenditures  will  be  increased  due  to 
additional  people  on  unemployment  because  the  small  businesses  were 
not  able  to  be  created,  expanded  or  survive. 

This  proposal  would  have  reduced  our  return  on  equity  from  8.72*  to 
8.55%  for  1992  and  from  8.62V  to  8.23%  (annualized)  for  1993.  This 
item  would  have  a  much  bigger  impact  on  others  in  the  industry 
whose  servicing  portfolio  is  larger,  and  would  have  a  much  greater 
Impact  on  us  in  the  future  as  our  servicing  portfolio  grows. 

S0%  Tax  7n  Prirrrl'TT^'  in  excess  of  10%; 

This  would  have  reduced  our  pre-tax  income  by  56%  in  1992  and  63% 
in  the  first  six  months  of  1993 .  Again,  this  would  lead  to 
devastating  results  when  considering  the  industry  as  a  whole  and 
how  it  would  impact  small  businesses  and  our  economy.  This 
proposal  alone  would  have  reduced  our  return  on  equity  from  8.72% 
to  5.86%  for  1992  and  from  8.62%  to  5.91%  (annualized)  for  1993. 

Reduced  Quarantv  Percentaae; 

This  would  definitely  have  an  adverse  impact  on  the  flow  of  capital 
to  small  businesses.   Lending  institutions  all  have  capital 


fcjsi  nrrtct  BOX  1  7S26 

r.HF.FNVILLE.    SOUIM    CAROLINA   29600 

fBOS I  232.6197    Fax  I B03.  27  1-8374 
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Tony  WilJtinson 
July  16,  1993 
Page  Two 

considerations  and  limitations.  By  increaeing  the  total  portion  of 
SBA  loans  that  the  lending  institution  must  retain  in  it's 
portfolio  or  increaeing  it's  risk  (both  through  reduced 
guarantees)  ,  the  total  capital  that  the  lending  institution  has 
available  to  reinvest  in  additional  lending  to  small  businesses  is 
reduced.  Our  loan  volume  for  1992  and  1993  would  have  been  reduced 
by  30%  if  the  reduced  guaranty  percentages  had  been  in  place.  Many 
worthy  businesses  would  have  been  unable  to  obtain  the  financing 
they  needed.  This  proposal  would  have  decreased  our  revenues  by 
over  25%.  This  proposal  would  have  reduced  our  return  on  eqpaity 
from  8.72%  to  -1.34%  for  1992  and  from  8.62%  to  3.04%  (annualized) 
for  1993. 

Am  has  been  shown  over  amd  over  again  through  independent  studies 
(i.e.  the  study  performed  by  Price  Waterhouse,  one  of  the  largest 
accounting  firms  in  the  world) ,  the  SBA  program  provides  a  net 
benefit  to  the  Government  due  to  it's  positive  effect  on  the 
economy  and  the  creation  of  jobs  and  expansion  of  business.  This 
is  a  program  that  should  be  given  full  support  to  get  the  economy 
back  on  track.  By  trying  to  scale  back  a  successful  program  like 
the  7(a)  program,  the  minimal  short-term  savings  to  the  government 
will  be  quickly  eaten  by  the  significant  long-term  costs  that  will 
follow  as  a  result  of  the  detrimental  impact  these  changes  will 
have  to  ^mall  businesses  and  the  economy. 

The  Administration's  proposals  to  reduce  the  guaranty  percentages 
and  impose  a  50%  annual  fee  on  loans  sold  on  the  secondary  market 
would  be  even  more  devastating  than  those  items  reflected  above. 

If  all  of  the  options  proposed  by  Senator  Bumpers  were  in^lemented, 
our  return  on  equity  would  have  decreased  to  -6.4%  in  1992  and  to 
-.05%  (annualized)  for  1993. 

I  appreciate  the  opportunity  to  voice  my  concerns  on  these 
important  issues . 

Sincerely, 


Kevin  J.  Mast 

Vice  President  -  Finance  and 

Chief  Financial  Officer 

KJM/km 
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Sectional  Sunmary  of 

H.R.  2766 

Section  7(a)  Loan  Progreun  Amendments 

Section  2(a)  authorizes  the  Small  Business  Administration  to 
collect  two  fees  on  new  loans  sold  into  the  secondary  market:  first, 
SBA  could  impose  a  fee  not  to  exceed  2/5  of  1%  annually  on  the 
outstanding  balance  of  loans  sold  in  such  market;  and  second,  SBA 
could  impose  a  fee  of  50%  of  that  portion  of  the  sales  price  of  any 
loan  sold  for  a  premium  in  excess  of  110  percent  of  the  outstanding 
principal  amount . 

Stibsection  (b)  limits  the  new  fees  to  loans  sold  in  the  secondary 
market  for  the  first  time  after  August  31,  1993. 

Section  3(a)  authorizes  SBA  to  reduce  the  maximum  loan  guarantee 
on  real  estate  loans  above  $155,000  to  75%  (instead  of  85%  as  provided 
under  existing  law) .   It  also  authorizes  SBA  to  reduce  the  maximum 
loan  guarantee  on  loans  made  under  the  Preferred  Lenders  Program  to 
70%  (instead  of  80%  as  provided  under  existing  law) . 

S\ibsection  (b)  permits  the  SBA  to  apply  the  lower  percentages  to 
loans  approved  after  August  31,  1993,  but  it  exempts  loan  guarantee 
requests  which  were  pending  at  the  Agency  prior  to  August  21st. 

Section  4  requires  SBA  to  study  the  impact  of  these  changes  upon 
the  ability  of  small  businesses  to  obtain  financing,  including  the 
interest  rate,  and  upon  the  viability  of  the  secondary  market  in  SBA 
guaranteed  loans.   SBA  annually  would  report  thereon  to  the  Small 
Business  Committees  beginning  16  months  after  the  date  of  enactment  of 
this  bill . 

Section  5  repeals  the  changes  made  by  sections  2  and  3  at  the  end 
of  fiscal  year  1996,  which  provides  a  three-year  trial  period. 
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Sec.  2.  Authority  to  Impose  Secondary  Market  Fees 

(a)  Section  5(g)  of  the  Small  Business  Act  (15  U.S.C.  634) 
is  amended  by  striking  paragraph  (4)  and  by  inserting  in  lieu 
thereof  the  following: 

" (4)   The  Administration  may  collect  the  following  fees  for 
loan  guarantees  sold  into  the  secondary  market  pursuant  to  the 
provisions  of  subsection  (f):  an  amount  equal  to  (A)  not  more 
than  .4  percent  per  year  on  the  outstanding  balance  of  such  loan 
guaranteed  by  the  Administration,  and  (B)  not  more  than  50 
percent  of  that  portion  of  the  sale  price  which  is  in  excess  of 
110  per  cent  of  the  outstanding  principal  amount  of  such  loan 
guaranteed  by  the  Administration.   Any  such  fees  imposed  by  the 
Administration  shall  be  collected  by  the  agent  which  carries  out 
on  behalf  of  the  Administration  the  central  registration 
functions  required  by  subsection  (h)  of  this  section  and  shall  be 
paid  to  the  Administration  and  used  solely  to  reduce  the  subsidy 
on  loans  guaranteed  under  section  7(a)  of  this  Act:  Provided, 
That  such  fees  shall  not  be  charged  to  the  borrower  whose  loan  is 
guaranteed:  and.  Provided  further.  That  nothing  herein  shall 
preclude  any  agent  of  the  Administration  from  collecting  a  fee 
approved  by  the  Administration  for  the  functions  described  in 
subsection  (h) (2) . " . 

(b)  Any  new  fees  imposed  by  the  Administration  pursuant  to 
the  authority  conferred  by  subsection  (a)  shall  be  applicable 
only  to  loans  initially  sold  in  the  secondary  market  pursuant  to 
the  provisions  of  section  5(f)  of  the  Small  Business  Act  after 
August  31,  1993. 
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Sec .  3 .  Authority  to  Reduce  Loan  Guarsmtee  Percentages 

(a)   Section  7(a)(2)  of  the  Small  Business  Act  (15  U.S.C. 
63  6)  is  amended  -  -  - 

(1)  by  striking  from  the  end  of  clause  (B) (i)  the  word  "and" 
and  by  redesignating  clause  (B) (ii)  as  (B) (iv)  and  by  inserting 
the  following  after  clause  (B) (i) : 

"(ii)  not  less  than  75  percent  of  the  financing  outstanding 
at  the  time  of  disbursement,  if  such  financing  is  more  than 
$155,000  and  the  period  of  maturity  of  such  financing  is  more 
than  10  years,  except  that  the  participation  by  the 
Administration  may  be  reduced  below  7  5  percent  upon  request  of 
the  participating  lender; 

"  (iii)  not  less  than  85  percent  of  the  financing  outstanding 
at  the  time  of  disbursement,  if  such  financing  is  more  than 
$155,000  and  the  period  of  maturity  of  such  financing  is  10  years 
or  less,  except  that  the  participation  by  the  Administration  may 
be  reduced  below  85  percent  upon  request  of  the  participating 
lender;  and"; 

(2)  by  striking  the  words  "85  percent  under  subparagraph 
(B) "  and  by  inserting  in  lieu  thereof  the  following:  "the  above 
specified  percentums"; 

(3)  by  striking  from  paragraph  (B)  the  words  "not  less  than 
80  percent,  except  upon"  and  by  inserting  in  lieu  thereof  the 
following:  "not  less  than  70  percent,  unless  a  lesser  percent  is 
required  by  clause  (B)(ii)  or  upon  the";  and 
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(4)  by  inserting  after  the  third  sentence  the  following: 
"The  maximum  interest  rate  for  a  loan  guaranteed  under  the 
Preferred  Lenders  Program  shall  not  exceed  the  maximum  interest 
rate,  as  determined  by  the  Administration,  which  is  made 
applicable  to  other  loan  guarantees  under  section  7(a).". 

(b)   The  amendments  made  by  subsection  (a)  shall  be 
effective  September  1,  1993,  but  shall  not  be  applicable  to  loan 
guarantee  applications  received  by  the  Administration  prior  to 
August  21,  1993. 

Sec .  4 .  Study  and  Report 

The  Administration  shall  study,  monitor  and  evaluate  the 
impact  of  the  amendments  made  by  sections  2  and  3  of  this  Act  on 
the  ability  of  small  business  concerns  to  obtain  financing  and 
the  impact  of  such  sections  on  the  effectiveness,  viability  and 
growth  of  the  secondary  market  authorized  by  section  5(f)  of  the 
Small  Business  Act.   Not  later  than  16  months  after  the  date  of 
enactment,  and  annually  thereafter,  the  Administration  shall 
submit  to  the  Committees  on  Small  Business  of  the  Senate  and  the 
House  of  Representatives  a  report  containing  the  Administration's 
findings  and  recommendations  on  such  impact,  specifically 
including  changes  in  the  interest  rates  on  financings  provided  to 
small  business  concerns  through  the  use  of  the  secondary  market. 
Sec .  5 .  Repealer 

Sections  2  and  3  of  this  Act  are  hereby  repealed  on 
September  30,  1996. 
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